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This Annual Report on Form 10-K of Veraz Networks, Inc. and its subsidiaries (“Veraz” or the “Company”,
“Us”, “We” or “Our”) contains forward-looking statements. All statements in this Annual Report on Form 10-K,
including those made by the management of Veraz, other than statements of historical fact, are forward-locking
statements. These forward-looking statements are made pursuant to safe harbor provisions of the Private Securities
Litigation Reform Act of 1995, Forward-looking statements are based on management’s estimates, projections and
assumptions as of the date hereof and include the assumptions that underlie such statements. Forward-looking
statements may contain woeds such as “may,” “will,” “should,” “could,” “would,” “expect,” “plan,” “antictpate,”
“believe,” “estimate,” “predict,” “potential,” and “continue,” the negative of these terms, or other comparable
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terminology. Any expectations based on these forward-looking statements are subject to risks and uncertainties and
other important factors, including those discussed below and in the section titled “Item 1 A. Risk Factors.” Other
risks and uncertainties are disclosed in Veraz'’s prior Securities and Exchange Commission (“SEC”) filings. These
and many other factors could affect Veraz’s future financial condition and operating results and could cause actual
results to differ materially from expectations based on forward-looking statements made in this document or
elsewhere by Veraz or on its behalf. Veraz undertakes no obligation to revise or update any forward-looking
statements.




PART 1

Item 1. Business
QOur Company

We were incorporated in Delaware on October 18, 2001, and are a leading global provider of voice
infrastructure solutions for established and emerging wireline and wireless service providers, Service providers
use our products to transport, convert and manage data and voice traffic over both legacy Time-Division Multi-
plexing, or TDM, networks and Internet Protocol, or IP, networks, while enabling Voice over IP, or VoIP, and other
multimedia services. Our products consist of our bandwidth optimization products and our Next Generation
Network, or NGN, switching products. Our bandwidth optimization products include our DTX family of digital
circuit multiplication equipment, or DCME, products and our [-Gate 4000 family of stand-alone media gateways.
Our NGN solution includes our ControlSwitch product family based on the [P Multimedia Subsystem, or IMS,
architecture as well as our I-Gate 4000 family of media gateways. We also offer services consisting of hardware and
software maintenance and support, installation, training and other professional services,

Our early business was based on the sale of DCME products to service providers for use in their legacy TDM
networks. DCME optimizes the transmission of voice across existing transmission links through the use of specific
voice compression and voice quality enhancement algorithms that enable operators to increase the effective
capacity of their transmission links, The latest generation of our DCME equipment can provide as much as
20:1 compression with only a marginal degradation in total voice quality. We continue to sell DCME products
compatible with both legacy and next generation networks. We have increasingly focused our efforts on our IP
products (media gateways and our ControlSwitch product family), and we have experienced rapid growth in our [P
product revenues. By leveraging our large installed base of DCME customers, we believe we are well positioned to
be the provider of IP network solutions to our existing customers as they migrate to TP networks.

We outsource the manufacturing of our hardware products, and we se!l our products primarily through a direct
sales force and also through mdlrect sales channels.

Our Products and Services

Our product portfolio consists of the DTX-600 DCME product for voice compression over legacy TDM
networks, the I-Gate 4000 family of media gatewavs, and the ControlSwitch solution, an IP softswitch and service
delivery platform comprised of numerous IMS-compatible software modules and our I-Gate 4000 media gateways.
Our portfolio of products can significantly reduce the cost to build and operate voice services compared to
traditional alternatives and other NGN solutions. In addition, our products offer a standards-compliant platform that
enables service providers to increase their revenues through the rapid creation and delivery of new services.

The combination of our media gateways and ControlSwitch forms a comprehensive network solution that is
capable of converging legacy and IP networks, delivering new revenue generating services on an IP infrastructure
while maintaining existing services from legacy. The 1-Gate 4000 media gateway is physically connected to both
circuit and packet networks and serves as a bridge between the voice traffic carried over the PSTN or legacy TDM
networks and packet-based IP networks. The I-Gate 4000 provides superior voice quality and industry-leading
compression to lower operating expense. The ControlSwitch controls the media gateway and provides call control,
call policy routing and other back office functionality such as billing,

Our ControlSwitch solution offers equal or superior functionality, reliability and voice quality as that offered by
legacy voice switches over both legacy and IP networks, and has additional advantages such as flexibility in network
design and management, compact size, open and multi-vendor architectures and quick programmability for new service
creation and tum-up.

ControlSwitch

Our ControlSwitch is a highly scalable and fully distributed IMS-compliant software solution that provides
call control, call policy/routing, signaling gateway, and media device control, in addition to back office functions in
support of provisioning, billing, and network operations. Qur compliance to the IMS standards ensures all of the
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building blocks are available for operators to deploy an open solution that best meets the operators’ service needs.
Our distributed architecture and centralized control also provides tremendous operating savings to service
providers. The ControlSwitch solutions consist of numerous functional elements that can be combined to provide
an Interconnect solution, for Class 4 applications, and our User Services Core, a Class 5 solution, delivering end-
user applications independent of access network or device. ControlSwitch software runs on off-the-shelf computing
platforms and performs the following broad functions:

« Call Control functions instruct media gateways to originate and terminate calls over PSTN and [P networks.

« Call Policy functions enable service providers to define and implement static and dynamic call policies
including least cost, time of day and quality of service routing.

» Signaling Gateway allows access and utilization of the resources of the SS7/C7 network for PSTN call
signaling and intelligent networking services. 8S7/C7 is the global standard for telecommunications
procedures and protocol by which network elements in the PSTN exchange information over a digital
signaling network to effect wireless and wireline call setup, routing, and control.

+ Back office functionality, managed by the Element Management System includes reporting, billing and
troubleshooting for our softswitch solution. '

I-Gate 4000 Media Gateways

Our I-Gate 4000 PRO and [-Gate 4000 EDGE media gateways are hardware devices that transport and convert
the voice traffic between PSTN and IP networks. Our I-Gate 4000 family can also offer superior voice compression,
up to 16:1 while maintaining superior voice quality. Media gateways are usually categorized by voice channel
capacity. Typically, media gateways supporting less than 1,000 simultaneous voice channels, such as our I-Gate
4000 EDGE are considered low density while media gateways supporting greater than 10,000 simultaneous voice
channels, such as our I-Gate 4000 PRO, are considered high density.

* The high density I-Gate 4000 PRO is designed for medium and large-scale Central Office or co-location
points of presence deployments used by service providers. Our I-Gate 4000 PRO uses hardware redundancy
to protect against hardware module failures and ensure network performance and availability. Our 1-Gate
4000 PRO supports up to 12,960 redundant compressed voice channels on a single hardware terminal.

+- The [-Gate 4000 EDGE, with up to 480 redundant compressed voice channels, is designed for low-density
applications to extend the reach of service providers’ networks to low density markets and enterprises.

Both products support various PSTN interfaces including T1, El and IP interfaces including Fast Ethernet. In
addition, I-Gate 4000 PRO also supports PSTN interfaces including DS3, STM-1, OC-3 and IP interfaces including
Gigabit Ethernet.

DTX-600

Our DTX-600 DCME product can simultaneously compress voice, fax, data and signaling traffic beiween any
two legacy networks. By compressing traffic, our DTX-600 is designed to serve as a bandwidth optimization
platform. Our DTX-600 DCME product compresses voice, fax, data, and signaling traffic between any two legacy
network transmission or network switch points. DCME terminals can be used in conjunction with internationdl long
distance switches, national long distance switches, mobile switching centers and satellite communications stations
from various physical points of presence, or POPs, on a service provider’s network. Our DCME products enable
diverse network applications such as the transmission of multiple signaling, voice, data and fax traffic types with or
without echo cancellation.

Global Customer Services

We provide comprehensive network support solutions consistent with the needs and requirements of our
customers in all geographic markets, Our global services organization offers around the clock support services, a
range of professional services, and training courses to help our customers design, install, deploy and maintain their
networks.




Competition

The market for carrier packet voice infrastructure solutions is intensely competitive, subject to rapidly
changing technology and is significantly affected by new product introductions and the market activities of other
industry participants. We expect competition to persist and intensify in the future. This market has historically been
dominated by established telephony equipment providers, such as Alcatel-Lucent, Ericsson, Nortel Networks and
Nokia-Siemens Networks, all of which are our direct competitors. We also face competition from other telecom-
munications and networking companies, including Cisco Systems, Sonus Networks, and Huawei, some of which
have entered our market by acquiring companies that design competing products. In addition, these competitors
have broader product portfolios and more extensive customer bases than we do. Some of our competitors alse have
significantly greater financial resources than we Jo and are able to devote greater resources to the development,
promotion, sale and support of their products. Other smaller and mostly privately-held companies are also focusing
on our target markets.

Manufacturing

We outsource the manufacturing of our hardware products.-Our I-Gate 4000 media gateways are manufactured
for us by Flextronics. We buy our DCME products from ECI who subcontracts the manufacturing to Flextronics. We
believe that outsourcing our manufacturing enables us to conserve working capital, better adjust manufacturing
volumes to meet changes in demand and more quickly deliver products.

We purchase component parts from outside vendors. Although there are multiple sources for most of these
component parts, some components are purchased from a single source provider. We regularly monitor the supply
of component parts and the availability of alternative sources. We do not have long-term supply contracts with any
of our component suppliers.

Intellectual Property

Our business is dependent on the development, maintenance and protection of our intellectual property. We
rely on the full spectrum of intellectual property rights afforded by patent, copyright, trademark and trade secret
laws, as well as confidentiality procedures and licensing arrangements, to establish and protect our rights to our
technology and other intellectual property. '

In addition to developing technology, we evaluate the acquisition of intellectual property from others in order
to identify technology that provides us with a technological or commercial advantage. We have licensed elements of
our technotogy from third parties, such as all intellectual property associated with our DCME product which we
have licensed from ECI and various operating systems and protocol stacks which we have licensed from other third
parties. None of our third party licenses are subject to termination provisions that will prevent us from continuing
our operations.

We are the owner of numerous trademarks and service marks and have applied for registration of our
trademarks and service marks in the United States and abroad 1o establish and protect our brand names as part of our
intellectual property strategy, including the registered mark Veraz.

We endeavor to protect our internally developed systems and maintain our trademarks and service marks.
Typically, we enter into confidentiality or license agreements with our employees, consultants, customers and
vendors in an effort to control access to and distribution of our technology, software, documentation and other
information.

Employees

At December 31, 2007, we had 503 employees and full time consultants including 281 employees and full time
consultants in research and development and engineering, 92 employees and full time consultants in professional
services, 79 employees and full time consultants in sales and marketing, and 51 employees and full time consultants
in general and administrative and operational functions. None of our employees are represented by labor unions.
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Available Information

We maintain a website at www.veraznetworks.com. Our annual report on Form 10-K, quarterly reports on
Form 10-Q, current reports on Form 8-K and related amendments are available free of charge through bur website as
soon as reasonably practicable after such reports are electronicalty filed with or furnished to the SEC. Qur website
and the information contained in it and connected to it shall not be deemed incorporated by reference into this
Form 10-K. Further copies of the reports are located at the SEC’s Public Reference Room at 100 F Street, NE,
Washington, D.C. 20549. Information on the operation of the Public Reference Room can be obtained by calling the
SEC at 1-800-SEC-0330. The SEC maintains a website that contains reports, proxy and information statements, and
other information regarding our filings, at www.sec.gov.

Item 1A. Risk Factors
Risks Related to Our Buosiness

The demand for our solutions depends in large part on continued capital spending in the telecommunications
equipment industry. A decline in demand, or a decrease or delay in capital spendmg by service providers,
could have a material adverse effect on our results of operations.

Capital spending in the telecommunications equipment industry has in the past, and may in the future, fluctuate
significantly based on numerous factors, including:

« capital spending levels of service providers;

« competition among service providers; -
* pricing pressures in the telecommunications equipment market;

« end user demand for new services;

» service providers’ emphasis on generating revenues from traditional infrastructure instead of migrating to
emerging networks and technoiogies;

* lack of or evolving industry standards;
« consolidation in the telecommunications industry;
*» changes in the regulation of communications services; and

» general global economic conditions 1ncludmg a general global recession or other general decrease in
corporate spending.

We cannot assure you of the rate, or exient to which, the telecommunications equipment industry will grow if
at all. Demand for our solutions and our IP products in particular will depend on the magnitude and timing of capital
spending by service providers as they extend and migrate their networks. Furthermore, industry growih rates may
not be as forecast, resulting in spending on product development well ahead of market requirements. The
telecommunications equipment industry from time to time has experienced and may again experience a pronounced
downturn. To respond to a downtumn, many service providers may be required to slow their capital expenditures,
cancel or delay new developments, reduce their workforces and inventories and take a cautious approach to
acquiring new equipment and technologies, which could have a negative impact on our business. A downturn in the
telecommunications industry may cause our operating results to fluctuate from period to period, which also may
increase the volatility of the price of our common stock and harm our business.

Our success depends in large part on continued migration to an IP network architecture for interactive
communications. If the migration to IP networks does not occur or if it occurs more slowly than we
expect, our operating results would be harmed.

Our IP products are used by service providers to deliver premium interactive communications over IP
networks. Our success depends on the continued migration of service providers’ networks to a single IP network
architecture, The migration of voice traffic from the public switched telephone network, or PSTN, to IP networks is
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in its early stages, and the continued migration to 1P’ networks depends on a number of factors outside of our control.
Among other things, existing networks include switches and other equipment that may have remaining useful lives
of twenty or more years and therefore may continue to operate reliably for a lengthy period of time. Other factors
that may deiay or speed the migration to IP networks include service providers’ concerns regarding initial capital
outlay requirements, available capacity on legacy networks, competitive and regulatory issues, and the imple-
mentation of an enhanced services business model. As a result, service providers may defer investing in products,
such as ours, that are designed to migrate interactive communications to IP networks. If the migration to [P
networks does not occur for these or other reasons, or if it occurs more slowly than we expect, our operating results
will be harmed.

We have not had sustained profits and our losves could continue.

We have experienced significant losses in the past and have not had sustained profits. For the fiscal years ended
December 31, 2005 and 2006 we recorded net losses of approximately $14.3 and $13.7 million, respectively. For the
year ended December 31, 2007, we achieved net income of approximately $3.4 million. As of December 31, 2007,
our accumulated deficit was $56.2 million. We have never generated sufficient cash to fund our operations and can
give no assurance that we will continue to generate net income.

.

We face intense competition from the leading tclecommunications networking companies in the world as
well as from emerging companies. If we are unable to compete effectively, we might not be able to
achieve sufficient market penetration, revenue growth or profitability.

Competition in the market for our products and especially our IP products is intense. This market has
historically been dominated by established telephony equipment providers, such as Alcatel-Lucent, Ericsson LM
Telephone Co., Nortel Networks Corp. and Nokia-Siemens Networks, all of which are our direct competitors, We
also face competition from other telecommunications and networking companies, including Cisco Systems, Inc.,
Sonus Networks, Inc., and Huawei, some of which have entered our market by acquiring companies that design
competing products. Because the market for our products is rapidly evolving, additional competitors with
significant financial resources may enter these markets and further intensify competition.

Many of our current and potential competitors have significantly greater selling and marketing, technical,
manufacturing, financial and other resources availablz to them, allowing them to offer a more diversified bundle of
products and services. In some cases, our competitors have undercut the pricing of our products or provided more
favorable financing terms, which has made us uncompetitive or forced us to reduce our average selling prices,
negatively impacting our margins. Further, some of our competitors sell significant amounts of other products to our
current and prospective customers. In addition, some potential customers when selecting equipment vendors to
provide fundamental infrastructure products prefer to purchase from larger, established vendors. Our competitors’
broad product portfolios, coupled with already existing relationships, may cause our customers or potential
customers to buy our competitors’ products or harm our ability to attract new customers.

To compete effectively, we must deliver innolvali»je products that:

« provide extremely high reliability, compression rates and voice quality; ~

* scale and deploy easi.l.y and efficiently;

« interoperate with existing network designs and other vendors’ equipment;

* support existing and emerging industry, national and international standards;

+ provide effective network management; |

+ are accompanied by comprehensivé customer support and professional services;

» provide a cost-effective and space efficient solution for service providers; and

» offer a broad array of services.




If we are unable to compete successfully against our current and future competitors, we could experience
reduced gross profit margins, price reductions, order cancellations, and loss of customers and revenues, each of
which would adversely impact our business. g

We currently conduct a significant amount of business with ECI Telecom Ltd., or ECIL. If our relationship
with ECI is adversely affected for any reason our business could be harmed and our results of operations
would likely be negatively affected.

Our agreements with ECI were entered into in the context of affiliated parties and were negotiated in the
overall contexi of the 2002 share acquisition. As a result, the terms of our agreements with ECI may be more or less
favorable to us than if they had been negotiated with unaffiliated third parties. Conflicts of interest may arise
between ECI and us with respect to any number of matters, including indemnification obligations we have to each
other, labor, tax, employee benefit and other matters arising from the 2002 share acquisition transaction, intellectual
property matters and business opportunities that are attractive to EClH and us. Either we or ECI may make strategic
choices that are not in the best interest of the other party. For example, other than restrictions with respect to ECT’s
expleitation of DCME products, nothing prohibits ECI from competing with us in other matters or offering VoIP
products which compete with ours. We may not be able to resolve any potential conflicts that may arise between ECI
and us, and even if we are able 10 do so, the resolution may be less favorable than if we were dealing with an
unrelated third party.

ECI also owns the technology underlying our DCME product lines. Pursuant to the DCME Master Manu-
facturing and Distribution Agreement, or the DCME Agreement, we have secured the right to act as exclusive
worldwide distributor of ECI's DCME line of products. Under the DCME Agreement, ECI provides certain supply,
service and warranty obligations and manufactures or subcontracts the manufacture of all DCME equipment sold by
us. The DCME Agreement may only be terminated by ECI in the event we project DCME revenues of less than one
million dollars in a calendar year, we breach a material provision of the DCME Agreement and fail to cure such
breach within 30 days or we become insolvent. Upon the occurrence of one of these events and the election by ECI
to terminate the DCME Agreement, ECI would be under no obligation to continue to contract with us. If the value of
the shares held by ECI declines, either by disposition of the shares or a decline in our stock price, ECI may be less
likely to enter into agreements on reasonable terms or at all. Accordingly, in the event of the occurrence of one of
these termination events, we cannot assure you that the DCME Agreement will be extended or renewed at all or on
reasonable commercial terms.

In addition, our relationship with ECI could be adversely affected by divestment of its shares of our common
stock or by declines in our stock price. '

We do not currently have an independent ability to produce DCME products and have not entered into
arrangements with any third party that would enable us to obtain DCME or similar products in the event that ECI
ceases to provide us with DCME products. Shoutd ECI, or a successor entity to ECI, particularly as a result of the
pending acquisition of ECI, become unable or unwilling to fulfill its obligations under the DCME Agreement for
any reason or if the DCME Agreement is terminated, we will need to take remedial measures to manufacture DCME
or similar products, which could be expensive, and if such efforts fail, our business would be materially harmed.

ECI beneficially owns a significant percentage of our common stock, which will allow ECI to significantly
influence us and matters requiring stockholder approval and could discourage potential acquisitions of our
company.

ECI owns approximately 27% of our outstanding common stock. As a result of its ownership in us, ECI is able
1o exert significant influence over actions requiring the approval of our stockholders, including change of control
transactions and any amendments to our certificate of incorporation. In addition, Dror Nahumi, Executive Vice
President and Chief Strategy Officer of ECI, is a member of our board of directors. Because of the nature of our
business relationship with ECI and the size and nature of ECI’s ownership position in us, the interests of ECI may be
different than those of our other stockholders. In addition, the significant ownership percentage of ECI could have
the effect of delaying or preventing a change in control of our company or otherwise discouraging a potential
acquirer from obtaining control of our company. In 2007, ECI was acquired by GVT and is no longer traded on
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Nasdag. As a result of the change in ownership, the investment objectives of ECI may have changed as compared to
the investment objectives when ECI was a publicly traded company. The possible change in investment objectives
may affect whether, or for how long, ECI will continue to hold our shares.

Qur revenue and operating results may be adversely impacted if the market for IP products does not
develop as we expect or if sales of our IP products and other products do not make up for etpected
declines in revenue from our DCME products and if the mix between new sales and expansion sales
changes substantially.

Our DCME products incorporate mature technologies that we expect to be in less demand by our customers in
the future. While we are actively pursuing new customers for our DCME products and seeking to increase sales of
our additional product offerings to these customers, including our 1P products, we believe that there are fewer
opportunities for new DCME sales, and we expect DCME sales to continue to decrease for the foreseeable future. If
the decrease in DCME revenues occurs more rapidly than we anticipate and/or the sales of our other products,
including our IP products, do not make up for the decline in revenues, our business and results of operations will be
harmed. Further, we believe that in some future periods, total revenues will likely be lower than recent periods as
DCME revenues decrease while our IP revenues fluctuate. Finally, we believe that the mix between new IP product
sales and expansion sales in any given quarter may fluctuate and our gross margins could be adversely impacted.

Our accountants identified and reported to us material weaknesses for the years ended December 31,
2003, 2004 and 2005, relating to our internal controls over financial reporting and significant deficiencies

. for the year ended December 31, 2006. If we fail to maintain proper and effective internal controls, our
ability to produce accurate financial statements could be impaired, which could adversely affect our oper-
ating resulis, our ability to operate our business and our stock price.

In connection with the audit of our consclidated financial statements for the years ended December 31, 2003,
2004 and 2005, our independent registered public accounting firm identified material weaknesses in our internal
controls over financial reporting related to closing processes, adequate maintenance of books and records and our
revenue recognition processes. Our audit for 2005 and 2006 resulted in the discovery of significant deficiencies. For
2005, we had significant deficiencies with respect to insufficient control over cash disbursements and deficiencies
in internal control over financial reporting related to accounting for derivative financial instruments resulting in
errors in accounting for changes in the estimated fair value of certain derivative financial instruments. For 2006, we
had significant deficiencies with respect to inconsistency in the effectiveness of management’s review of the
deferred costs and inconsistency in effectiveness of management’s review over revenue arrangements.

Our independent registered public accounting firm was not, however, engaged to audit, nor has it audited, the
effectiveness of our internal control over financial reporting. Accordingly, our independent registered public
accounting firm has not rendered an opinion on our internal control over financial reporting. Similarly, we have not
performed an evaluation of internal controls over financial reporting, as we are not currently required to comply

"with Section 404 of the Sarbanes-Oxley Act of 2002. Additional material weaknesses, significant deficiencies and
other control deficiencies may have existed or may in the future be identified when such additional evaluations are
performed.

We have already taken the following measures to remediate the material weaknesses and significant
deficiencies in the prior years as noted above including: {a) hiring of additional, experienced personnel, (b) improv-
ing training, and (c) implementing appropriate internal control processes. Further, we may need to take additional
measures in the future to remediate any material weaknesses or significant deficiencies in our financial reporting.

Due to these measures that have already been taken, and measures that will be taken in the future to remediate
the material weaknesses and significant deficiencies, our finance and administrative costs have increased from
$5.8 million in 2005 to $8.8 million in 2006, an increase of $3.0 million. While it is difficult to differentiate the
increase in costs that are attributable to remediaticn, as compared to an ordinary increase in costs resulting from the
growth in the overall business, we believe that the majority of the increase is directly or indirectly attributable to
measures taken to remediate the material weaknasses and significant deficiencies.
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Further, we believe such costs may materially increase in the future. As a result, we expect to incur significant
additional expenses which are expected to negatively impact our financial performance. This remediation process
also will result in a diversion of management’s time and attention. We cannot be certain as to the timing of
completion of our evaluation, testing and remediation actions or the impact of the same on our operations and may
not be able to ensure that the process is effective or that the internal controls are or will be effective in a timely
manner. Ensuring that we have adequate internal financial and accounting controls and procedures in place to help
ensure that we can produce accurate financial statements on a timely basis is a costly and time-consuming effort that
needs to be evaluated frequently,

Although we have taken measures to remediate the material weaknesses as well as the other significant
deficiencies and control deficiencies, we cannot assure you that we have identified all, or that we will not in the
future have additional, material weaknesses, significant deficiencies and control deficiencies. Our independent
registered public accounting firm has not evaluated any of the measures we have taken, or that we propose to take, to
address the material weakness and the significant deficiencies and control deficiencies discussed above, Any failure
to maintain or implement required new or improved controls, or any difficulties we encounter in implementation,
could cause us to fail to meet our periodic reporting obligations or result in material misstatements in our financial
statements. Any such failure could also adversely affect management’s assessment of our disclosure controls and
procedures, required with the filing of our quarterly and annual reports after our initial public offering, and the
results of periodic management evaluations and annual auditor attestation reports regarding the effectiveness of our
internal controls over financial reporting that will be required when the SEC’s rules under Section 404 of the
Sarbanes-Oxley Act for 2002 expected to be applicable to us beginning with our Annual Report on Form 10-K for
the year ending December 31, 2008, to be filed in early 2009. The existence of a material weakness could result in
errors in our financial statements that could result in a restatement of financial statements, cause us to fail to meet
our reporting obligations and cause investors to lose confidence in our reported financial information, leading to a
decline in our stock price,

The largest customers in the telecommunications industry have substantial negotiating leverage, which
may require that we agree to terms and conditions that are less advantageous to us than the terms and
conditions of our existing customer relationships or risk limiting our ability to sell our products to these
large service providers, thereby harming our operating results.

Large telecommunications service providers have substantial purchasing power and leverage negotiating
contractual terms and conditions relating to the sale of our products to them. As we seek to sell more products to
these farge telecommunications providers, we may be required to agree to such terms and conditions in order to
complete such sales, which may result in lower margins, affect the timing of the recognition of the revenue derived
from these sales and the amount of deferred revenues, each of which may have an adverse effect on our business and
financial condition.

in addition, our future success depends in part on our ability to sell our products to large serviceé providers
operating complex networks that serve large numbers of subscribers and transport high volumes of traffic. The
communications industry historicaily has been dominated by a relatively small number of service providers. While
deregulation and other market forces have led to an increasing number of service providers in recent years, large
service providers continue to constitute a significant portion of the market for communications equipment. If we fail
to sell additional IP products to our large customers or to expand our customer base to include additional customers
that deploy our products in large-scale networks serving significant numbers of subscribers, our revenue growth will
be limited.

Consolidation or downturns in the telecommunications industry may affect demand for our products and
the pricing of our products which could limit our growth and may harm our business.

The telecommunications industry, which includes all of our customers, has experienced increased consol-
idation in recent years, and we expect this trend to continue. Consolidation among our customers and prospective
customers may cause delays or reductions in capital expenditure plans andfor increased competitive pricing
pressures as the number of available customers declines and their relative purchasing power increases in relation to
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suppliers. The occurrence of any of these factors, separately or in combination, may lead to decreased sales or
slower than expected growth in revenues and could harm our business and operations.

The communications industry is cyclical and reactive to general economic conditions. In the recent past,
worldwide economic downturns, pricing pressures and deregulation have led to consolidations and reorganizations.
These downturns, pricing pressures and restructurings have been causing delays and reductions in capital and
operating expenditures by many service providers. These delays and reductions, in turn, have been reducing
demand for communications products like ours. A continuation or subsequent recurrence of these industry patterns,
as well as general domestic and foreign economic conditions and other factors that reduce spending by companies in
the communications industry, could harm our operating results in the future,

If we fail to anticipate and meet specific cusiomer requirements or if our products fail to interoperate
with our customers’ existing networks or with existing and emerging industry, national and international
standards, we may not be able to retain our current customers or attract new customers.

We must effectively anticipate, and adapt cur business, products and services in a timely manner to meet
customer requirements. We must also meet existing and emerging industry, national and international standards in
order to meet changing customer demands. Prospective customers may require product features and capabilities
that are not included in our current product offerings. The introduction of new or enhanced products also requires
that we carefully manage the transition from our older products in order to minimize disruption in customer
ordering patterns and ensure that adequate supplies of our new products can be delivered to meet anticipated
customer demand. If we fail to develop products and offer services that satisfy customer requirements, or if we fail
to effectively manage the transition from our older products to cur new or enhanced products, our ability to create or
increase demand for our products would be sertously harmed and we may lose current and prospective customers,
thereby harming our business. ‘ .

Many of our customers will require that our products be designed to interface with their existing networks or
with existing or emerging indusiry, national and international standards, each of which may have different and
unique specifications. Issues caused by a failure to achieve homologation to certain standards or an unanticipated
lack of interoperability between our products and these existing networks may result in significant warranty, support
and repair costs, divert the attention of our engincering personnel from our hardware and software development
efforts and cause significant customer relations problems. If our products do not interoperate with our customers’
respective networks or applicable standards, installations could be delayed or orders for our products could be
cancelled, which would seriously harm our gross margins and result in the loss of revenues and/or customers.

We expect that a majority of the revenues generated from our products, especially our IP products,
including our ControlSwitch, will be generated from a limited number of customers. If we lose customers
or are unable to grow and diversify our customer base, our revenues may fluctuate and our growth likely
would be limited. '

To date, we have sold our IP products to approximately 100 customers. We expect that for the foreseeable
future, the majority of the revenues from our IP preducis will be generated from a limited number of customers in
sales transactions that are unpredictable in many key respects, including, but not limited to, the timing of when these
transactions close relative to when the related revenue will be recognized, when cash will be received, the mix of
hardware and software, the gross margins related to these transactions and the total amount of payments to be
received. We do not expect to have regular, recurring sales to a limited number of customers. Due to the limited
number of our customers and the irregular sales cycle in the industry, if we lose customers and/or fail to grow and
diversify our customer base, or if they do not purchase our IP products at levels or at the times we anticipate, our
ability to maintain and grow our revenues will be adversely affected. The growth of our customer base could also be
adversely affected by: '

+ consolidation in the telecommunications industry affecting our customers;
+ unwillingness of customers to implement our new products or renew contracts as they expire;

+ potential customer concerns about our status as an emerging telecommunications equipment vendor;
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* delays or difficulties that we may experience in the development, introduction and/or delivery of products or
product enhancements;

¢ deterioration in the general financial condition of our customers;
* new product introductions by our competitors;
« geopolitical risks and uncertainties in countries where our customers or our own facilities are located; or

* failure of our products to perform as expected.
Our quarterly operating results have fluctuated significantly in the past and may continue to fluctuate in
the future, which could lead to volatility in the price of our common stock.

Qur quarterly revenues and operating results have fluctuated significantly in the past and they may continue to
fluctuate in the future, due to a number of factors, many of which are outside of our control and any of which may
cause our stock price to fluctuate. From our experience, customer purchases of telecommunications equipment have
been unpredictable and irregular batch sales as customers build out their networks, rathier than regular, recurring
sales. The primary factors that may affect our quarterly revenues and results include the following:

= fluctuation in demand for our products and the timing and size of customer orders;
» the length and variability of the sales cycle for our products;

* new product introductions and enhancements by our competitors and us;

our ability to develop, introduce and ship new products and product enhancements that meet customer
requirements in a timely manner;

the mix of product configurations sold and the mix of sates to new customers and expansion sales to existing
customers; '

our ability to obtain sufficient supplies of sale or limited source components;

our ability to attain and maintain production volumes and quality levels for our products;
* costs related to acquisitions of complementary products, technologies or businesses;

= changes in our pricing policies, the pricing policies of our competitors and the prices of the components of
our products;

* the timing of revenue recognition, amount of deferred revenues and receivables collections;

difficulties or delays in deployment of customer IP networks that would delay anticipated customer
purchases of additional products and services;

* general economic conditions, as well as those specific to the telecommunications, networking and related
industries;

* consolidation within the telecommunications industry, including acquisitions of or by our customers; and

* the failure of certain of our customers to successfully and timely reorganize their operations, inciuding
emerging from bankruptcy.

In addition, as a result of our accounting policies, we may be unable to recognize all of the revenue associated
with certain customer contracts in the same period as the costs associated with those contracts are expensed, which
could cause our quarterly gross margins, particularly of IP gross margins, to fluctuate significantly. Further, our
accounting policies may require that revenue related to certain customer contracts be delayed for periods of a year or
more. This delay may cause spikes in our revenue in quarters when it is recognized and may result in deferred
revenue to revenue conversion taking longer than anticipated.
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A significant portion of our operating expenses are fixed in the short-term. If revenues for a particular quarter
are below expectations, we may not be able to reduce operating expenses proportionally for the quarter. Therefore,
any such revenue shortfall would likely have a direct negative effect on our operating results for that quarter.

 We believe that quarter-to-quarter comparisons of our operating results are not a good indication of our future
performance.

We believe it likely that in some future quarters, our operating results may be below the expectations of public
market analysts and investors, which may adversely affect our stock price. A decline in the market price of our
common stock could cause our stockholders tc lose some or all of their investment and may adversely impact our
ability to attract and retain employees and raise capital. In addition, stockholders may initiate securities class action
lawsuits. Whether or not meritorious, litigation brought against us could result in substantial costs and could divert
the time and attention of our management. Qur insurance to cover claims of this sort, if brought, may not be
adequate.

If we do not respond rapidly to technological changes or to changes in industry standards, our products
could become obsolete.

The market for IP infrastructure products and services is characterized by rapid technological change, frequent
new product introductions and evolving standards. We may be unable to respond quickly or effectively to these
developments, We may experience difficulties with software development, hardware design, manufacturing,
marketing or certification that could delay or prevent our development, introduction or marketing of new products
and enhancements. The introduction of new products by our competitors, the market acceptance of products based
on new or alternative technologies or the emeigence of new industry standards could render our existing or future
products obsolete. If the standards adopted are different from those that we have chosen to support, market
acceptance of our products may be significantly reduced or delayed. If our products become technologically
obsolete, we may be unable to sell our products in the marketplace and generate revenues, and our business could be
adversely affected.

Because our products are sophisticated and designed to be deployed in complex environments and in multiple
locations, they may have errors or defects that we find only after full deployment. If these ervors lead to
customer dissatisfaction or we are unable'to establish and maintain a support infrastructure and required
support levels fo service these complex environments, our business may be seriously harmed.

Our products are sophisticated and are designed to be deployed in large and complex networks. Because of the
nature of our products, they can only be fully tested when substantially deployed in very large networks with high
volumes of traffic. Some of our customers have only recently begun to commercially deploy our products or deploy
our products in larger configurations and they may discover errors or defects in the software or hardware, or the
products may not operate as expected or our products may not be able to function in the larger configurations
required by certain customers. If we are unable to fix errors or other performance problems that may be identified
after full deployment of our products, we conld experience:

« cancellation of orders or other losses of, or delays in, revenues;

+ loss of customers and market share;

+ harm to our reputation;

"« a failure to attract new customers or achieve market acceptance for our products;

. in—creased service, support and wérranty costs and a diversion of development resources;
» increased insurance costs and losses to our business and service provider customers; and
* costly and time-consuming legal actions by our customers.

If we experience warranty failure that indicates either manufacturing or design deficiencies, we may be
required to recall units in the field and/or stop producing and shipping such products until the deficiency is
identified and corrected. In the event of such warranty failures, our business could be adversely affected resulting in
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reduced revenue, increased costs and decreased customer satisfaction. Because customers often delay deployment
of a full system until they have tested the products and any defects have been corrected, we expect these revisions
may cause delays in orders by our customers for our systems. Because our strategy is to introduce more complex
products in the future, this risk will intensify over time. Service provider customers have discovered errors in our
products. If the costs of remediating problems experienced by our customers exceed our expected expenses, which
historically have not been significant, these costs may adversely affect our operating results.

In addition, because our products are deployed in large and complex networks around the world. Our
cuslomers expect us to establish a support infrastructure and maintain demanding support standards to ensure that
their networks maintain high levels of availability and performance. To support the continued growth of our
business, our support organization will need to provide service and support at a high level throughout the world.
This will include hiring and training customer support engineers both at our primary corporate locations as well as
our smaller offices in new geographies such as Central and South America and Russia. If we are unable to provide
the expected level of support and service to our customers, we could experience:

* loss of customers and market share;
* a failure to attract new customers in new geographies;
» increased service, support and warranty costs and a diversion of development resources; and

+ network performance penalties.
pe p

If we are not able to manage growth and expansion of our operations and the expenses associated with
operations, or if our business does not grow as we expect, our operating results may suffer.

We significantly expanded our operations in 2005, 2006 and 2007. For example, during the period from
December 31, 2004 to December 31, 2007, we increased the number of our employees and full-time contractors by
approximately 48%, from 340 to 503, and we opened new offices in Singapore, France, Russia and Brazil. We
anticipate that further expansion of our infrastructure and headcount or reallocation of headcount may be required to
achieve planned expansion of our product offerings, projected increases in our customer base and anticipated
growth in the number of product deployments. Our rapid growth has placed, and will continue to place, a significant
strain on our administrative and operational infrastructure. Our ability to manage our operations and growth will
require us to continue to refine our operational, financial and management controls, human resource policies, and
reporting systems and procedures. Further, we intend to grow our business by entering new markets, developing
new product and service offerings and pursuing new customers. If we fail to timely or efficiently expand operational
and financial systems in connection with such growth or if we fail to implement or maintain effective internal
controls and procedures, resulting operating inefficiencies could increase costs and expenses more than we planned
and might cause us to lose the ability to take advantage of market opportunities, enhance existing products, develop
new products, satisfy customer requirements, respond-to competitive pressures or otherwise execute our business
plan, Additionally, if we increase our operating expenses in anticipation of the growth of our business and such
growth does not meet our expectations, our financial results likely would be negatively impacted.

The long and variable sales and deployment cycles for our products may cause our operating results to
vary materially, which could result in a significant unexpected revenue shortfall in any given quarter.

Our products have lengthy sales cycles, which typically extend from three to twelve months and may take up to
two years. A customer’s decision to purchase our products often involves a significant commitment of the
customer’s resources and a product evaluation and qualification process that can vary significantly in length. The
length of our sales cycles also varies depending on the type of customer to which we are selling, the product being
sold and the type of network in which our product will be utilized. We may incur substantial sales and marketing
expenses and expend significant management effort during this time, regardless of whether we make a sale.

Even after making the decision to purchase our products, our customers may deploy our products slowly.
Timing of deployment can vary widely among customers. The length of a customer’s deployment period will impact
our ability to recognize revenue related to such customer’s purchase and may also directly affect the timing of any
subsequent purchase of additional products by that customer. As a result of these lengthy and uncertain sales and
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deployment cycles for our products, it is difficult for us to predict the quarter in which our customers may purchase
additional products or features from us, and our operating results may vary significantly from quarter to quarter,
which may negatively affect our operating results for any given quarter.

We rely on channel partners for a significant portion of our revenue. Our failure to effectively develop
and manage these third party distributors, systems integrators and resellers specifically and our indirect
sales channel generally, and disruptions to the processes and procedures that support our indirect sales
channels could adversely affect our ability to generate revenues from the sale of our producis.

We rely on third party distributors, systems integrators and resellers for a significant portion of our revenue.
Our revenues depend in large part on the performance of these indirect channel partners. Although many aspects of
our partner relationships are contractual in nature, our arrangements with our indirect channel partners are not
exclusive. Accordingly, important aspects of these relationships depend on the continued cooperation between the
parties. .

In particular, we have appointed ECI as ar: agent for selling our IP and DCME products in Russia and an
affiliate of ECI provides services for us in Russia. During the fiscal years ended December 31, 2007 and 2006,
$23.9 million and $28.7 million, respectively, of our revenues were derived from sales in Russia, which required, in
some cases, payment of an agent fee to ECI or an affiliate of ECI. The agreement governing this arrangement may
be terminated by either party with three months written notice. In the event ECI, a successor entity to ECI or an
affiliate entity of ECI, is unable to continue to szll our products for any reason, elects not to setl our products or
elects to terminate this agreement, then our business and results of operations would likely be materially harmed.

Many factors out of our control could interfere with our ability to market, license, implement or support our
products with any of our partners, which in turn could harm our business. These factors include, but are not limited
to, a change in the business strategy of one of our partners, the introduction of competitive product offerings by
other companies that are sold through one of our partners; potential contract defaults by one of our partners, or
changes in ownership or management of one of our distribution partners. Some of our competitors may have
stronger relationships with our distribution partners than we do, and we have limited control, if any, as to whether
those partners implement our products rather than our competitors’ products or whether they devole resources to
market and support our competitors’ products rather than our offerings. In addition, we recognize a portion of our
revenue based on a sell-through model using information provided by our partners. If those partners provide us with
inaccurate or untimely information, then the amount or timing of our revenues could be adversely impacted and our
operating results may be harmed.

Moreover, if we are unable to lcvcragé our sales and support resources through our distribution partner
relationships, we may need to hire and train additional qualified sales and engineering personnel. We cannot assure
you, however, that we will be able to hire additional qualified sales and engineering personnel in these circum-
stances, and our failure to do so may restrict our ability to generate revenue or implement our products on a timely
basis. Even if we are succéssful in hiring additional qualified sales and engineering personnel, we will incur
additional costs and our operating results, including our gross margin, may be adversely affected. The loss of or
reduction in sales by these resellers could reduce our revenues. If we fail to maintain relationships with these third
party resellers, fail to develop new relationships with third party resellers in new markets, fail to manage, train, or
provide incentives to, existing third party resellers effectively or if these third party resellers are not successful in
their sales efforts, sales of our products may decrease and our operating results would suffer.

We may face risks associated with our international sales that could impair our ability to grow our
revenies.

For the fiscal years ended December 31, 2007, 2006, and 2005, revenues from outside North America were
approximately, $93.1 million, $81.8 million, and $63.0 million, respectively, We intend to continue selling into our
existing international markets and expand into additional international markets where we currently do not do
business. If we are unable to continue to sell products effectively in these existing international markets and expand
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into additional new international markets, our ability to grow our business will be adversely affected. Some factors
that may impact our ability to maintain our international operations and sales include:

+ difficulty enforcing contracts and collecting accounts receivable in foreign jurisdictions, leading to longer
collection periods;

» certification and qualification requirements relating to our products;
* the impact of recessions in economies outside the United States;

¢ unexpected changes in foreign regulatory requirements, mcludmg import and export regulations, and
currency exchange rates;

certification and qualification requirements for doing business in foreign jurisdictions;

inadequate protection for intellectual property rights in certain countries;

* less stringent adherence to ethical and legal standards by prospective customers in certain foreign countries,
including compliance with the Foreign Corrupt Practices Act;

* potentially adverse tax consequences;

+ unfavorable foreign exchange movements which could result in decreased revenues and/or increased
expenses; and

+ political and economic instability.

*

Maintaining and improving our financial controls and the requirements of being a public company may
strain our resources, divert management’s attention and affect our ability to attract and retain gqualified
board members. :

As a public company, we are subject to the reporting requirements of the Securities Exchange Act of 1934, or
the Exchange Act, the Sarbanes-Oxley Act of 2002, or the Sarbanes-Oxley Act, and The NASDAQ Stock Market
Rules, or Nasdaq rules. The requirements of these rules and regulations will increase our legal and financial
comptliance costs, make some activities more difficult, time-consuming or costly and may also place undue strain on
our personnel, systems and resources. The Exchange Act will require, among other things, that we file annual,
quarterly and current reports with respect to our business and financial condition.

The Sarbanes-Oxley Act wilt require, among other things, that we maintain effective disclosure controls and
procedures and internal control over financial reporting. As a public company, our systems of internal controls over
financial reporting will be required to be periodically assessed and reported on by management and management’s
assessment of internal controls over financial reporting will be subject to annual audits by our independent auditors.
We are presently evaluating our internal controls for compliance. During the course of our evaluation, we may
identify areas requiring improvement and may be required to design enhanced processes and controls to address
issues identified through this review. This could result in significant delays and cost to us and require us to divert
substantial resources, including managemeant time, from other activities. We I_1,a'lve commenced a review of our
existing internal control structure. Although cur review is not complete, we have taken steps to improve our internal
control structure by hiring or transferring dedicated, internal Sarbanes-Oxley Act compliance personnel to analyze
and improve our internal controls, to be supplemented periodically with outsid€ consultants as needed. However, we
cannot be certain regarding when we will be able to successfully complete the procedures, certification and
attestation requirements of Section 404 of the Sarbanes-Oxley Act. If we fail to achieve and maintain the adequacy
of our internal controls, we may not be able to conclude that we have effective internal controls over financial
reporting in accordance with the Sarbanes-Oxley Act. Moreover, effective internal controls are necessary for us to
produce reliable financial reports and are important to help prevent fraud. As a result, our failure to satisfy the
requirements of Section 404 on a timely basis could result in the loss of investor confidence in the reliability of our
financial statements, which in turn could harm the market value of our common stock. Any failure to maintain
effective internal controls also could impair our ability to manage our business and harm our financial results.
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Under the Sarbanes-Oxley Act and Nasdaq rules, we are required to maintain an independent board. We also
expect these rules and regulations will make it more difficult and more expensive for us to maintain directors’ and
officers’ liability insurance, and we may be required to accept reduced coverage or incur substantially higher costs
to maintain coverage. If we are unable to maintain adequate directors’ and officers’ insurance, our ability to recruit
and retain qualified directors, especially those directors who may be deemed independent for purposes of Nasdag
rules, and officers will be significantly curtailed. ‘

If we lose the services of one or more members of our current executive management team or other key
employees, or if we are unable to attract additional executives or key employees, we may not be able to
execute on our business strategy.

Our future success depends in large part upon the continued service of our executive management team and
other key employees. In particular, Doug Sabella, our president and chief executive officer, is critical to the overall
management of our company as well as to the development of our culture and our strategic direction. .

In order to be successful, we must also hire, retain and motivate key employees, including those in managerial,
technical, marketing and sales positions. In particular, our product generation efforts depend on hiring and retaining
qualified engineers. We are currently recruiting for a new global head of sales to replace Mr. Pinhas Reich who has
announced his retirement. Experienced management and technical, sales, marketing and support personnel in the
telecommunications and networking industries are in high demand and competition for their talents is intense. This
is particularly the case in Silicon Valley, where our headquarters and significant operations are located.

The failure to hire a global head of sales or the loss of services of any of our executives or of one or more other
members of our executive management or sales team or other key employees, none of which is bound by an
employment agreement for any specific term, could seriously harm our business.

We have a substantial employee presence in India and the hiring and retention of skilled employees in
India has become increasingly difficult. If we are unable to hire and retain skilled employees in India
and elsewhere, we may not be able to execute our business strategy.

As of December 31, 2007, we had a stuff of 147 employeés and contractors in India. Due to increased
expansion into India of research and development by technology companies, hiring and retaining skilled employees
has become increasingly difficult. In the past we have experienced substantial turnover and we expect this turnover
to get worse as competition for skilled employess increases. If we are unable to retain our current employees and/or
hire skilled employees in the future, we may not be able to execute on ‘our business strategy.

We have no internal hardware manufacturing capabilities and we depend exclusively upon contract
manufacturers to manufacture our hardware products. Our failure to successfully manage our relationships
with Flextronics, ECI or other replacement contract manufacturers would impair our ability to deliver our
products in a manner consistent with required volumes or delivery schedules, which would likely cause us
to fail to meet the demands of our customers and damage our customer relationships.

We outsource the manufacturing of all of our hardware products. Our 1-Gate 4000 media gateways are
exclusively manufactured for us by Flextronics. We buy our DCME products from ECI who subcontracts the
manufacturing to Flextronics. These contract manufacturers provide comprehensive manufacturing services,
including assembly of our products and procurement of materials and components. Each of our contract man-
ufacturers also builds products for other companies and may not always have sufficient quantities of inventory
available or may not allocate their internal resources to fill these orders on a timely basis.

We do not have long-term supply contracts with these contract manufacturers and they are not required to
manufacture products for any specified period at any specified price. We do not have internal manufacturing
capabilities to meet our customers’ demands and we cannot assure you that we will be able to develop or contract for
additional manufacturing capacity on acceptable terms on a timely basis if it is needed. An inability to manufacture
our products at a cost comparable to our historical costs could impact our gross margins or-force us to raise prices,
affecting customer relationships and our competitive position.
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Qualifying a new contract manufacturer and commencing commercial scale production is expensive and time
consuming and could result in a significant interruption in the supply of our products. If our contract manufacturers
are not able to maintain our high standards of quality, increase capacity as needed, or are forced to shut down a
factory, our ability to deliver quality products to our customers on a timely basis may decline, which would damage
our relationships with customers, decrease our revenues and negatively impact our growth,

We and our contract manufacturers rely on single or limited sources for the supply of some components
of our products and if we fail to adequately predict our manufacturing requirements or if our supply of
any of these camponents is disrupted, we will be unable to ship our products on a timely basis, which
would likely cause us to fail to meet the demands of our customers and damage our customer
relationships.

We and our contract'manufacturers currently purchase several key components of our products, including
commercial digital signal processors, from single or limited sources. We purchase these components on a purchase
order basis. If we overestimate our component requirements, we could have excess inventory, which would increase
our costs and result in write-downs harming our operating results. If we underestimate our requirements, we may
not have an adequate supply, which could interrupt manufacturing of our products and result in delays in shipments
and revenues.

We currently do not have long-term supply contracts with our component suppliers and they are not required to
supply us with products for any specified periods, in any specified quantities or at any set price, except as may be
specified in a particular purchase order. Because the key components and assemblies of our products are complex,
difficult to manufacture and require long lead times, in the event of a disruption or delay in supply, or inability to
obtain products, we may not be able to develop an alternate source in a timely manner, at favorable prices, or at all.
In addition, during periods of capacity constraint, we are disadvantaged compared to better capitalized companies,
as suppliers may in the future choose not to do business with us or may require higher prices or less advantageous
terms. A failure to find acceptable alternative sources could hurt our ability to deliver high-quality products to our
customers and negatively affect our operating margins. In addition, reliance on our suppliers exposes us to potential
supplier production difficulties or quality variations. Our customers rely upon our ability to meet committed
delivery dates, and any disruption in the supply of key components would seriously adversely affect our ability to
meet these dates and could result in legal action by our customers, loss of customers or harm our ability to attract
new customers, any of which could decrease our revenues and negatively impact our growth.

Failure to manage expenses and inventory risks associated with meeting the demands of our customers
may adversely affect our business or resulls of operations.

To ensure that we are able to meet customer demand for our products, we place orders with our contract
manufacturers and suppliers based on our estimates of future sales. If actual sales differ materially from these
estimates because of inaccurate forecasting or as a result of unforeseen events or otherwise, our inventory levels and
expenses may be adversely affected and our business and results of operations could suffer. In addition, in order to
remain competitive, we must continue to introduce new products and processes into our manufacturing environ-
ment. There cannot be any assurance, however, that the introduction of new products will not create obsolete
inventories related to older products.

If we are not able to obtain necessary licenses of third-party technology at acceptable prices, or at all,
our products could become obsolete.

We have incorporated third-party licensed technology into our current products. From time to time, we may be
required to license additional technology from third parties to develop new products or product enhancements.
Third-party licenses may not be available or continue to be available to us on commercially reasonable terms or at
all. The inability to maintain or re-license any third-party licenses required in our current products or to obtain any
new third-party licenses to develop new products and product enhancements could require us to obtain substitute
technology of lower quality or performance standards or at greater cost, and delay or prevent us from making these
products or enhancements, any of which could seriously harm the competitiveness of our products.
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Failures by our strategic partners or by us in integrating our products with those provided by our strategic
partners could seriously harm our business.

t

Qur solutions include the integration of products supplied by -strategic partners, who offer complementary
products and services and we expect to further integrate our IP Products with such partner products and services in
the future. We rely on these strategic partners in the timely and successful deployment of our solutions to our
customers. If the products provided by these partners have defects or do not operate as expected, or if we do not
effectively integrate and support products supplied by these strategic partners, or if these strategic partners fail to be
able to support products, we may have difficulty with the deployment of our solutions, which may result in:

* a loss of, or delay in, recognizing revenues;
* increased service, support and warranty costs and a diversion of development resources; and
= network performance penalties.

In addition to cooperating with our strategic partners on specific customer projects, we also may compete in
some areas with these same partners. If these strategic partners fail to perform or choose not to cooperate with us on
certain projects, in addition to the effects described above, we could experience:

* g loss of customers and market share; and

+ g failure to attract new customers or achieve market acceptance for our products.

Our ability to compete and our business could be jeopardized if we are unable to protect our intellectual
property.

We rely on a combination of patent, copyright, trademark and trade secret laws and restrictions on disclosure to
protect our intellectual property rights. However, these legal means afford only limited protection and may not
adequately protect our rights or perntit us to gain or keep any competitive advantage. Our patent applications may
not issue as patents at all or they may not issue as patents in a form that will be advantageous to us. Our issued
patents and those that may issue in the future may be challenged, invalidated or circumvented, which could limit our
ability to stop competitors from marketing related products. Although we have taken steps to protect our intellectual
property and proprietary technology, there is no assurance that third parties will not be able to invalidate or design
around our patents. Furthermore, although we have entered into confidentiality agreements and intellectual
property assignment agreements with our employees, consultants and advisors, such agreements may not be
enforceable or may not provide meahingful protection for our trade secrets or other proprietary information in the
event of unauthorized use or disclosure or other breaches of the agreements. '

Additionally, despite our efforts to protect our proprietary rights, unauthorized parties may attempt to copy or
otherwise obtain and use our products or technology. Monitoring unauthorized use of our products is difficult and
we cannot be certain that the steps we have taken to do so will prevent unauthorized use of our technology,
particularly in foreign countries where the laws may not protect our proprietary rights as comprehensively as in the
United States. If competitors are able to use our technology or develop unpatented proprietary technology similar to
ours or competing technologies, our ability to compete effectively could be harmed.

Possible third-party claims of infringement of proprietary rights against us could have a material adverse
effect on our business, results of operation or financial condition.

The telecommunications industry generally and the market for IP telephony products in particular are
characterized by a relatively high level of litigation based on allegations of infringement of proprietary rights.
We have in the past received and may in the future receive inquiries from other patent holders and may become
subject to claims that wé infringe their intellectual property rights. We cannot assure you that we are not in
infringement of third party patents. Any parties claiming that our products infringe upon their proprietary rights,
regardless of its merits, could force us to license their patents for substantial royalty payments or to defend ourselves
and possibly our customers or contract manufacturers in litigation. We may also be required to indemnify our
customers and contract manufacturers for damages they suffer as a result of such infringement. These claims and
any resulting licensing arrangement or lawsuit, if suceessful, could subject us to significant royalty payments or
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liability for damages and invalidation of our proprietary rights. Any potential intellectual property litigation also
could force us 10 do one or more of the following:

+ stop selling, incorporating or using our products that use the challenged intellectual property;

+ obtain from the owner of the infringed intellectual property right a license to sell or use the relevant
technology, which license may not bz available on reasonable terms, or at all; or

B redesign those products that use any allegedly infringing technology.

Any lawsuits regarding intellectual property ‘rights, regardless of their success, would be time-consuming,
expensive to resolve and would divert our management’s time and attention.

If we acquire or invest in other companies, assets or technologies and we are not able to integrate them with
our business, or we do not realize the anticipated financial and strategic goals for any of these transactions,
our financial performance may be impaired.

If appropriate opportunities present themselves, we may consider acquiring or making investments in
companies, assets or technologies that we believe to be strategic. We do not have any experience in doing so,
and if we do succeed in acquiring or investing in a company, asset or technology, we will be exposed to a number of
risks, including:

* weg may find that the acquired company, asset or technology does not further our business strategy, that we
overpaid for the company, asset or technology or that the economic conditions underlying our acquisition
decision have changed;

» we may have difficulty integrating the assets, technologies, operations or personnel of an acquired company,
ot retaining the key personnel of the acquired company;

» our ongoing business and management’s attention may be disrupted or diverted by transition or integration
issues and the complexity of managing geographically or culturally diverse enterprises;

« we may encounter difficulty entering and competing in new product or geographic markets, and we may face
increased competition, including price competition or intellectual property litigation; and

« we may experience significant problems or liabilities associated with product quality, technology and legal
contingencies relating to the acquired business or technology, such as intellectual property or employment
matters.

In addition, from time to time we may enter into negotiations for acquisitions or investments that are not
ultimately consummated. These negotiations could result in significant diversion of management time, as well as
substantial out-of-pocket costs. If we were to proceed with one or more significant acquisitions or investments in
which the consideration included cash, we could be required 1o use a substantial portion of our available cash,
including proceeds of this offering. To the extent we issue shares of capital stock or other rights to purchase capital
stock, including options and warrants, existing stockholders might be diluted and earnings per share might decrease.
In addition, acquisitions and investments mzy result in the incurrence of debt, large one-time write-offs, such as of
acquired in-process research and development costs, and restructuring charges.

Regulation of the telecommunications industry could harm our operating results and future prospects.

The telecommunications industry is highly regulated and our business and financial condition could be
adversely affected by the changes in the regulations relating to the telecommunications industry. Currently, there are
few laws or regulations that apply directly to access to, or delivery of, voice services on IP networks. We could be
adversely affected by regulation of IP networks and commerce in any country, including the United States, where
we operate. Such regulations could include matters such as voice over the.Internet or using Internet protocol,
encryption technology, and access charges for service providers. The adoption of such regulations could decrease
demand for our products, and at the same time increase the cost of selling our products, which could have a material
adverse effect on our business, operating result and financial condition.
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Compliance with regulations and standards applicable to our products may be time consuming, difficult
and costly, and if we fail to comply, our product sales will decrease.

In order to achieve and maintain market acceptance, our products must continue to meet a significant number
of regulations and standards. In the United States, our products must comply with various regulations defined by the
Federal Communications Commission and Underwriters Laboratories, including particular standards relating to our
DCME products and our enhanced access switching solution, also known as our Class 5 solution.

As these regulations and standards evolve, and if new regulations or standards are implemented, we will be
required to modify our products or develop and support new versions of our products, and this wiil increase our
costs. The failure of our products to comply, or delays in compliance, with the various existing and evolving
industry regulations and standards could prevent or delay introduction of our products, which could harm ouvr
business. User uncertainty regarding future policies may also affect demand for communications products,
including our products. Moreover, distribution partners or customers may requir¢ us, or we may otherwise deem
it necessary or advisable, to alter our products to address actual or anticipated changes in the regulatory
environment. Qur inability to alter our products to address these requirements and any regulatory changes could
have a material adverse effect on our business, financial condition and operating results.

_ Failure of our hardware products to comply with evolving industry standards and .complex government
regulations may prevent our hardware products from gaining wide acceptance, which may prevent us
Jrom growing our sales.

The market for network equipment products is characterized by the need to support industry standards as
different standards emerge, evolve and achieve acceptance. We will not be competitive unless we continually
introduce new products and product enhancements that meet these emerging standards. Qur products must comply
with various domestic regulations and standards defined by agencies such as the Federal Communications
Commisston, in addition to standards established by governmental authorities in various foreign countries and
the recommendations of the International Telecommunication Union. If we do not comply with existing or evolving
industry‘standa}ds or if we fail to obtain timely comestic or foreign regulatory approvals or certificates we will not
be able to sell our products where these standards or regulations apply, which may harm our business.

Production and marketing of products in certain states and countries may subject us to environmental and other
regulations including, in some instances, the requirement to provide customers the ability to return product at the
end of its useful life and make us responsible for disposing or recycling products in an environmentally safe manner.
Additionally, certain states and countries may pass regulations requiring our products to meet certain requirements
to use environmentally friendly components. Such laws and regulations have recently been passed in several
Jurisdictions in which we operate, including the European Union which issued Directive 2002/96/EC Waste
Electrical and Electronic Equipment, or WEEE, to mandate funding, collection, treatment, recycling and recovery
of WEEE by producers of electrical or electronic equipment into Europe. China is in the final approval stage of
compliance programs which will harmonize with the European Union WEEE and RoHS directives. In the future,
Japan and other countries are expected to adopt environmental compliance programs. If we fail to comply with these
regulations, we may not be able to sell our proclucts in jurisdictions where these regulations apply, which would
have a material adverse affect on our results of operations.

We have invested substantially in our enhanced access switching solution and we may be unable to
achieve and maintain substantial sales.

We have spent considerable effort and time developing our Class 5 solution, and have had limited sales of this
product line to date. We anticipate substantial sales of our access solution as part of our operational plan and we may
not achieve the success rate we currently anticipate or we may not achicve any success at all. The market for-our
access solution is new and it is unclear whether there will be broad adoption of this solution by our existing and
future potential customers.
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Future interpretations of existing accounting standards could adversely affect our operating results.

Generally accepted accounting principles in the United States are subject to interpretation by the FASB, the
American Institute of Certified Public Accountants, or AICPA, the SEC and various other bodies formed to
promulgate and interpret appropriate accounting principles. A change in these principles or interpretations could
have a significant effect on our reported financial results, and could affect the reporting of transactions completed
before the announcement of a change.

For example, we recognize our product software license revenue in accordance with AICPA Statement of
Position, or SOP, 97-2, Saftware Revenue Kecognition, as amended by SOP 98-9, Software Revenue Recognition

- with Respect to Certain Transactions, and related interpretations. The AICPA or other accounting standards setters

may continue to issue interpretations and guidance for applying the relevant accounting standards to a wide range of
sales contract terms and business arrangements that are prevalent in software licensing arrangements. Future
interpretations of existing accounting standards, including SOP 97-2 and SOP 98-9, or changes in our business
practices could result in future changes in our revenue recognition accounting policies that have a material adverse
effect on our results of operations. We may be required to delay revenue recognition into futiire periods, which could
adversely affect our operating results. We have in the past had to, and in the future may have to, defer recognition for
license fees due to several factors, including whether a transaction involves:

+ software arrangements that include undelivered elements for which we do not have vendor specific objective
evidence, or VSOE, of fair value;

» requirements that we deliver services for significant enhancements and modifications to customize our
software for a particular customer;

- » material acceptance criteria or other identified product-related issues; or
 payment terms extending beyond our customary terms.

Because of these factors and other specific requirements under accounting principles generally accepted in the
United States for software revenue recognition, we must have very precise terms in our software arrangements in
order to recognize revenue when we initially deliver software or perform services. Negotiation of mutually
acceptable terms and conditions can extend our sales cycle, and we sometimes accept terms and conditions that do
not permit revenue recognition at the time of delivery. ‘

Product liability claims related to our customers’ networks could result in substantial costs.

Our products are critical to the business operations of our customers. If one of our products fails, a service
provider may assert a claim for substantial damages against us, regardless of our responsibility for the failure. Qur
product liability insurance may not cover claims brought against us. Product liability claims could require us to
spend significant time and money in litigation or to pay significant damages. Any product liability claims, whether
or not successful, could seriously damage our reputation and our business.

Increased political, economic and social instability in the Middle East, may adversely affect our business
and operating resullts.

The continued threat of terrorist activity and other acts of war or hostility, including the war in Iraq and threats
against Israel, have created uncertainty throughout the Middle East and have significantly increased the political,
econormic and social instability in Israel where substantially all of our products are manufactured. Acts of terrorism,
either domestically or abroad and particularly in Israel, or a resumption of the confrontation along the northern
border of Israet, would likely create further uncertainties and instability. To the éxtent terrorism, or the political,
economic or social instability results in a disruption of our operations or delays in our manufacturing or shipment of
our products, then our business, operating results and financial condition could be adversely affected.

Our I-Gate 4000 media gateways and our DCME products are exclusively manufactured for us by Flexironics,
with the DCME products being manufactured by Flextronics through our relationship with ECI. The Flextronics
manufacturing facility is located in Migdal-Haemek, Israel, which is located in northern Israel. While Flextronics
has other locations across the world at which our manufacturing requirements may be fulfilled and we are in the
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process of diversifying our manufacturing capabilities to locations outside of the Middle East, any disruption to its
Israeli manufacturing capabilities in Migdal-Haemek would likely cause a material delay in our manufacturing
process. If we are forced or if we decide to switch the manufacture of our products to a different Flextronies facility,
the time and expense of such switch along with the increased costs, if any, of operating in another location, would
adversely affect our operations. In addition, while we expect that Flextronics will have the capacity to manufacture
our products at facilities outside of Israel, therz can be no assurance that such capacity will be available when we
require it or upon terms favorable or acceptable to us. To the extent terrorism, or political, economic or social
instability results in a disruption of Flextronics’ manufacturing facilities in Israel or ECI operations in Israel as they
relate to our business, then our business, operating results and financial condition could be adversely affected.

In addition, any hostilities involving Israel or the interruption or curtailment of trade between Israel and its
present trading partners, or a significant downtum in the economic or financial condition of Istael, could adversely
affect our operations and product development, cause our revenues to decrease and adversely affect the price of our
shares. Furthermore, several countries, principally in the Middle East, still restrict doing business with Israel, Israeli
companies or companies with operations in Israel. Should additional couniries impose restrictions on doing
business with Israel, our busiriess, operating results and financial condition could be adversely affected.

Our operations may be disrupted by the obligations of our personnel to perform military service.

Many of our 184 employees in Israel, including certain key employees, are obligated to perform up to one
month (in some cases more) of annual military reserve duty until they reach age 45 and, in emergency circum-
stances, could be called to active duty, Recently, there have been call-ups of military reservists, including several of
our employees, and it is possible that there will be additional call-ups in the future. Our operations could be
disrupted by the absence of a significant number of our employees due to military service or the absence for
extended periods of one or more of our key employees for military service. Such disruption could adversely affect
our business and results of operations.

The grants we have received from the Isracli government for certain research and development
expenditures restrict our ability to manufacture products and transfer technologies outside of Israel and
require us to satisfy specified conditions. If we fail to satisfy these conditions, we may be required to
refund grants previously received together with interest and penalties.

Our research and development efforts have been financed, in part, through grants that we have received from
the Office of the Chief Scientist of the Israeli Ministry of Industry, Trade and Labor, or the OCS. We, therefore, must
comply with the requirements of the Israeli Lavs for the Encouragement of Industrial Research and Development,
1984 and related regulations, or the Research Law.

Under the Research Law, the discretionary approval of an OCS committee is required for any transfer of
technology or manufacturing of products devetoped with OCS funding. OCS approval is not required for the export
of any products resulting from the research or development. There is no assurance that we would receive the
required approvals for any proposed transfer. Such approvals, if granted, may be subject to the following additional
restrictions:

« we could be required to pay the OCS a portion of the consideration we receive upon any transfer of such
technology or upon an acquisition of our [sraeli subsidiary by an entity that is not Israeli. Among the factors
that may be taken into account by the OCS in calculating the payment amount are the scope of the support
received, the royaities that were paid by us, the amount of time that elapsed between the date on which the
know-how was transferred and the date on which the grants were recetved, as well as the sale price; and

« the transfer of manufactring rights could be conditioned upon an increase in the royalty rate and payment of
increased aggregate royalties and payment of interest on the grant amount.

These restrictions may impair our ability to sell our company, technology assets or to outsource manufacturing
outside of Israel. The restrictions will continue to apply even after we have repaid the full amount of royalties
payable for the grants.
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Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

We lease a 24,747 square-foot facility for our corporate headquarters in San Jose, California. We also lease
small sales office facilities in each of Fort Lauderdale, Florida; Herndon, Virginia; Brazil; Russia; Singapore; and
the United Kingdom. In addition, we lease approximately 46,400 square feet in Petach Tikva, Israel for sales,
development, support and general and administrative functions and 19,026 square feet in Pune, India for sales and
development. We do not own any real estate. We believe that our properties, taken as a whole, are in good operating
condition and are suitable for our business operations. As we expand our business into new markets, we expect to
lease additional facilities. :

Item 3. Legal Proceedings
We are not a party to any material legal proceeding. From time to time, we may be subject to various claims and
legal actions arising in the ordinary course of business,

Item 4. Submission of Matters to a Vote of Security Holders

Norze.

PART II

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Market For Our Common Stock and Related Shareholder Matters

Our common stock is traded on the NASDAQ Global Select Market under the symbol “VRAZ”. The following
table summarizes the high and low bid quotations for our common stock as reported by the NASDAQ Global
Market, beginning on the day our shares of common stock first traded, April 5, 2007.

High  Low

Fiscal Year 2007
FIrSt QUAET . . oottt et e e e e et et et et e SN/A  SN/A
Second QUANET . . ... .ot $7.85 $540
Third QUATIET . . . ..ottt ettt e e e $745 $5.25
FOurth QUAET. . . . v\ vttt et e et s s i e e $8.33  $3.65

As of February 29, 2008, we had approximately 202 shareholders of record. The number of stockholders of
record does not include individuals whose stock is in nominee ot “street name” accounts through brokers.

Dividend Policy

We have never declared or paid any cash dividends on our common stock. We currently intend to retain
earnings to finance future growth, and therzfore do not expect to pay cash dividends on our common stock in the
foreseeable future.
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Stock Performance Graph

The following performance graph compares the cumulative total return to stockholders on our common stock
for the period from April 5, 2007 (the date our shares of common stock first traded) through December 31, 2007
with the cumulative total return over the same period on the NASDAQ Composite Index and the NASDAQ
Telecommunications Index. The graph reflects an investment of $100 on April 5, 2007 in our common stock and in
each of the indices and, in each case, assumes reinvestment of dividends, if any. The performance shown is not
necessarily indicative of future performance.

Comparison of Cumulative Total Return Among Veraz Networks, Inc.,
NASDAQ Composite Index and NASDAQ Telecommunications Index
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Recent Sales of Unregistered Securities

There were no sales of unregistered securities. by us that were not previously included in a quarterly report on a
Form 10-Q or in a current report on Form 8-K.

Item 6. Selected Financial Data

The following selected consolidated financial data should be read in conjunction with “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and the consolidated financial
statements and the notes thereto included elsewhere in this Form 10-K to fully understand factors that may affect
the comparability of the information presented below. We derived the selected consolidated balance sheet data as of
December 31, 2007 and 2006 and the consolidated statements of operations data for the years ended December 31,
2007, 2006 and 2005 from our audited consolidated financial statements, and accompanying notes, in this Annual
Report on Form 10-K. The consolidated statements of operations data for each of the years ended December 31,
2004 and 2003 and the consolidated balance sheet data as of December 31, 2003, 2004 and 2003 are derived from
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our consolidated financial statements which are not included in this report. Our historical results are not necessarily

indicative of results for any future period.

Years Ended December 31, -

2007 2006 2005 2004 2003
(In thousands, except for per share data)

Consolidated Statements of Qperations Data:
Revenues:

IPProducts ........vieiiiennenenn o, $ 79,369 $47314 $24474 $12480 § 8246

DCME Products. . ..., 24,360 38,563 41,681 48,105 42,430

Services . . .. i e e e e 22,025 13,769 10,089 8,522 8,852

Total revenues . ............covvninn, 125,754 99.646 76,244 69,107 59,528

Costsof revenues. . . ... ... ... .. iiininnn. 53,557 45,714 33,146 30,034 30,421
Grossprofit ... ... .. ... ... . .. .. ... 72,197 53,932 43,098 39,073 29,107
Operating Expenses:

Research and development, net . .. .......... - 31,004 32,555 26,527 19,935 15,317

Sates and marketing . .. .................. 28,583 26,497 25,798 20,474 18,431

General and administrative ... ............. 9,671 8,793 5,802 5,707 5,726
Total operating expenses. . . ................. 69,258 67,845 58,127 46,116 39,474
Income (loss) from operations ............... 2,939 (13,913)  (15,029) (7,043)  (10,367)
Other income, net . ........ v eennnnnn 996 647 753 1,232 1,520
Income (loss) before income taxes . ........... 3,935 (13,266) (14,276) (5,811 (8,847)
InCOmME taxes . . ..o irer ittt 559 404 35 14 38
Netincome (10Ss). . ... .- oo . 3,376 (13,670) (14,311} (5,825) (8,885)
Deemed dividend on Series D convertible

preferredstock . . ....... ... ... ... (5,980) — — — —
Net loss allocable to common stockholders . . . . .. 3 (2,604) $(13,670) $(14,311) §$(5,825) § (8,885)
Net loss allocable to common stockholder per

share —basicand diluted . . .. ............. $ 008 $§ (.02) § .18 % 050 § 0N
Weighted average common shares. . ........... 33,917 13,396 12,119 11,683 11,588
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Related Party Transactions

The Consolidated Statements of QOperations data shown above include the following related party
transactions:

Years Ended December 31,

2007 2006 2005 2004 2603
(In thousands)
Revenues: '
IP Products, related party sales ......... $ 280 § 977 $1857 % 938 3 244
DCME Products, related party sales. . . . .. 468 3,274 14,636 19,464 17,986
Cost of Revenues:
IP Products, costs arising from related
party purchases . .. ..... ..., e 175 2,508 5,737 3,870 3,249
DCME Products, costs arising from related
party purchases . ... ............... 7,895 13,723 15,511 19,644 19,619
Operating Expenses:
Research and development. .. .. ... ... .. 2,166 4,525 1,501 675 591
Sales and marketing . ................ 4413 3942 3,839 4,707 4,500
General and administrative ............ 354 535 576 475 470
Other income (expense);
Other income, related party ... ......... 113 240 228 354 876
December 31,
2007 2006 2005 2004 2003

(In thousands)
Consolidated Balance Sheets Data;

Cash and cash equivalents .......... $ 52232 $23,180 520437 $28324 $37.024
Working capital .................. 60,677 1,561 10,116 26,247 33,266
Total assets . ........ e 123,747 75,536 64,669 62,097 66,601
Redeemable and convertible preferred ’
stock ... — 64,541 57,993 57,993 - 57,993
Total stockholders’ deficit. .. ........ 67,540 (83,307  (41,555) (27,898) (22,175)

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of our financial condition and results of our operation should be read in
conjunction with the consolidated financial statements and the notes to those statements included elsewhere in this
Annual Report on Form 1G-K. This discussion contains forward-looking statements that involve risks and
uncertainties. Our actual results could differ materially from those contained in these forward-looking statements
due to a number of factors, including those discussed in Part I, ltem 1A “Risk Factors” and elsewhere in this report.

Overview

" We are a leading global provider of voice infrastructure solutions for established and emerging wireline and
wireless service providers. Service providers use our products’to transport, convert and manage data and voice
traffic both over legacy TDM networks and 1P networks, while enabling VoIP and other multimedia services. Qur
products include our IP products which consist of our ControlSwitch family of softswitch modules, our I-Gate 4000
family of media gateways and our Secure Communications Software enhancement to our DCME products and our
DTX family of DCME products. We also offer services consisting of hardware and software maintenance and
support, installation, training and other professional services. :

Our business initially focused on the sale of DCME products and services. While the sale of DCME products
continues to be a part of our business, it has declined and we expect DCME revenue to continue to decline over time.
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Our DCME product revenues were $24.4 million, $38.6 million and $41.7 million in 2007, 2006 and 2005,
respectively. We have increasingly focused our efforts on our IP products and we have experienced rapid growth in
our IP product revenues. Our IP product revenues were $79.4 million, $47.3 million and $24.5 million in 2007, 2006
and 2005, respectively. ‘

We outsource the manufacturing of our hardware products. Our I-Gate 4000 media gateways are manufactured
for us by Flextronics. We buy our DCME products from ECI Telecom Ltd. which subcontracts the manufacturing to
Flextronics. This enables us to focus mainly on the design, development, sales and marketing of our products and
lowers our capital requirements. However, our ability to bring new products to market, fuifill customer orders and
achieve long-term growth depends on our ability to maintain sufficient technical personnel and obtain necessary
external subcontractor capacity.

We sell our products primarily through a direct sales force and also through indirect sales channels.

In April 2007, we completed our Initial Public Offering, or IPO, of common stock in which we sold and issued
6,750,000 shares of our common stock at an issue price of $8.00 per share. In addition, ECI Telecom Ltd. sold
2,250,000 shares of its commion stock in the Company in the offering, after which ECI Telecom Ltd.’s ownership in
the Company decreased to approximately 27%. We raised a total of $54.0 million in gross proceeds from the IPO, or
$46.6 million in net proceeds after deducting underwriting discounts and commissions of $3.8 million and other
offering costs of $3.6 million.

Critical Accounting Policies and Estimates

Management’s discussion and analysis of our financial position and results of operations is based upon the
condensed consolidated financial statements, which have been prepared in accordance with accounting principles
generally accepted in the United States pursuant to the rules and regulations of the Securities and Exchange
Commission. The preparation of these condensed consolidated financial statements requires us to make estimates
and judgments that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenue and expenses during the
reporting period. We base our estimates on historical experience, knowledge of current conditions and beliefs of
what could occur in the future given available information. If actual results differ significantly from management’s
estimates and projections, there could be a material effect on our financial statements. The accounting policies that
we believe are the most critical to aid in fully understanding and evaluating our reported financial results, and which
required the most subjective judgment by us, are the following:

e revenue recognition;
+ stock-based compensation; and
* accounting for income taxes.

Revenue recognition. DCME product revenues consist of revenues from the sale of our DCME hardware
products. IP product revenues consist of revenues from the sale of the [-Gate family of media gateway hardware
products, our ControlSwitch family of softswitch modules, and our Secure Communications Software. Services
revenues consist of revenues from separately-priced maintenance and extended warranty contracts, post-contract
customer support, or PCS, installation, training and other professional services.

We are the exclusive distributor of DCME products under the DCME Agreement with ECI, a related party.
Management has determined that revenues from sales of DCME products should be reported on a gross basis after
considering the indicators included in Emerging Issues Task Force, or EITF, Issue No. 99-19, Reporting Revenue
Gross as a Principal versus Net as an Agent. Specifically, we are the primary obligor, maintain the general inventory
risk, and determine the product specifications based on the customer’s order.

Revenue from standalone sales of DCME prbducts is recognized in accordance with Securities and Exchange
Commission, or SEC, Staff Accounting Bulletin No. 104, Revenue Recognition, or SAB 104. When sales of DCME
are bundled with installation services, the hardware and services are accounted for as separate units of accounting as
the deliverables meet the separation criteria in EITF Issue No. 00-21, Revenue Arrangements with Multiple
Deliverables. Revenue for each deliverable is recognized in accordance with SAB 104.
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All of our IP products may be sold in a bundled arrangement that includes PCS, installation, training and other
professional services. Our media gateway hardware when scld in a bundled arrangement is referred to as a static
trunking solution and when sold in a bundled arrangement that includes our softswitch module software is referred
to as a VoIP solution. When our Secure Communications Software is sold in a bundled arrangement with DCME
hardware we refer to this sale as a Secure Communications solution. In sales of static trunking solutions, VolP

* solutions or Secure Communications solutions, the software is considered more than incidental to the arrangement

and essential to the functionality of the hardware. Therefore, all revenue from these arrangements is recognized in
accordance with AICPA Statement of Position 97-2, Software Revenue Recognition, or SOP 97-2, as amended by
SOP 98-9, Modification of SOP 97-2, Software Revenue Recognition, with Respect to Certain Transactions.

In accordance with both SAB 104 and SOP 97-2, we recognize revenue when all of the following criteria are
: (i) persuasive evidence of an arrangement exists, (ii) dellvery has occurred, (iii) the fee is fixed or
determmable and (iv) collectibility is probable.

The primary estimates and assumptions in our revenue recognition polices are as follows:

*» Vendor-specific objective evidence, or VSOE, of fair value for IP services: Beginning in the third quarter of
2006, we established VSOE of fair value for IP services (installation, training and consulting). We limit our
assessment of VSOE of fair value to the price charged when the same element is sold separately.
Accordingly, assuming all other revenue recognition criteria are met, revenue is recognized upen delivery
of the hardware and software using the residual method. We expect that our estimates and assumptions used
to determine the timing and amount of revenue recognized for IP services will be more consistent. We are not
likely to materially change our pricing practices in the future.

* VSOE for PCS based on renewal rates: VSOE for PCS in IP solutions is based on the premise that the
stated renewal rates in the contractual arrangements will be enforced when the customer renews their PCS
after the initial term. Historically, 100% of the customers that have chosen to renew have renewed at the
stated renewal rate. We have no reason to believe that our customers will not renew the PCS at the stated
renewal rate.

* Extended payment terms: ~ Our arrangement fees are generally due within one year or less from the later of
the date of delivery or acceptance. Some arrangements may have payment terms extending beyond these
customary terms. We have experienced collectibility issues on arrangements where payment terms have
extended beyond one year. Therefore, on arrangements with these terms, the fees are considered not to be
fixed or determinable. Our collection history supports that we recognize revenue based on the assymption
that collection is probable when our fees are negotiated under our customary terms. '

Stock-based compensation.  Prior o January 1, 2006, we accounted for options granted to employees and
directors using the intrinsic-value-based method in accordance with Accounting Principles Board, or APB, Opinion
No. 25, Accounting for Stock Issued to Employees, or APB Opinion No, 25, and Financial Accounting Standards
Board, or FASB, Interpretation No. 44, Accounting for Certain Transactions Involving Stock 'Compensation, an
Interpretation of APB Opinion No. 25, or FIN 44, and had adopted the disclosure-only provisions of SFAS No. 123,
Accounting for Stock-Based Compensation, or SFAS No. 123, and SFAS No. 148, Accounting for Stock-Based
Compensation — Transition and Disclosure, or SFAS No. 148, using the minimum value method.

In accordance with APB Opinion No. 25, stock-based compensation expense, which is a non-cash charge,
resulted from stock option grants at exercise prices that, for financial reporting purposes, were determined to be
below the estimated fair value of the underlying common stock at date of grant. In November 2005, in response to
the adoption by the Internal Revenue Service of Internal Revenue Code Section 409A, we re-evaluated the
estimated fair value of our common stock for financial reporting purposes for the year ended December 31, 2005. To
assist us in re-evaluating the estimated fair value of our common stock, we engaged Valuation Research Corporation
(VRC), an independent valuation specialist, to perform retrospective and contemporaneous valuations. Based upon
the reports from VRC, we determined that the fair value of the common stock underlying options to purchase
2,363,593 shares of common stock granted during the period from January through September 2005 exceeded the.
option exercise price. The exercise prices on these options were modified and increased to the respecuve reassessed
fair value at date of grant.
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As a result of the reassessed fair value of options granted during the nine months ended September 30, 2005,
we recorded deferred stock-based compensation related to these options of $1.3 million during the year ended
December 31, 2005, which is being amortized over the vesting period of the applicable options on a straight-line
basis. In 2007, 2006 and 2005, we amortized $316,000, $324,000, and $286,000, respectively, of deferred stock-
based compensation. In 2007 and 2006, we reversed $22,000 and $18,000, respectively, of deferred stock-based
compensation due to employee terminations. As of December 31, 2007, the total unamortized deferred stock-based -
compensation amounted to $352,000 and is expected to be amortized as follows: $315,000 in 2008, and $37,000 in
20009.

Effective January 1, 2006, we adopted the fair value recognition provisions of SFAS No. 123 (Revised 2004),
Share-Based Payment, (SFAS No. 123R), using the prospective transition method, which requires us to apply the
provisions of SFAS No. 123R only to new awards granted, and to awards modified, repurchased or cancelled, after
the effective date. Under this transition method, total employee stock-based compensation expense recognized
beginning January 1, 2006 is based on the following: (a) the grant-date fair value of stock option awards granted or
modified after January 1, 2006; and (b) the balance of deferred stock-based compensation related to stock option
awards granted prior to January 1, 2006, which was calculated using the intrinsic value method as previously
permitted under APB Opinion No. 25.

Under SFAS No. 123R, we estimate the fair value of stock options granted using the Black-Scholes option-
pricing model. This fair value is then amortized on a straight-line basis over the requisite service periods of the
awards, which is generally the vesting period. The expected term represents the period that stock-based awards are
expected to be outstanding, giving consideration to the contractual terms of the stock-based awards, vesting
schedules and expectations of future employee behavior as influenced by changes to the terms of our stock-based
awards. We determined the expected term in accordance with the “simplified method “ as described in SAB No. 107,
Disclosure About Fair Value of Financial Instruments. The computation of expected volatility is based on the
historical and implied volatility of comparable companies from a representative peer group based on industry and
market capitalization data. As required by SFAS No. 123R, management made an estimate of expected forfeitures
and is recognizing compensation costs only for those equity awards expected to vest.

The following weighted average assumptions were used to value options granted during the years ended
December 31, 2007 and 2006, respectively:

2007 2006

Expected term in ¥ears. . .. .. ... ... e e 6.24 6.31
Risk-free INterest FAlE . . .. .ottt i ca e 4.66% 4.90%
Volatility ... ... S 2%  78%

CDividend yield . .. ... e —_ —

Estimated fair value per share of underlying common stock. . ................. $8.34  $7.15

The estimated fair value per share of underlying common stock, prior to the initial public offering of the
common stock, represented our best estimate at the time, based on input from our investment bankers and
independent valuations.

The weighted average fair value per share of options granted to employees for the years ended December 31,
2007 and 2006, was approximately $5.75 and $5.86, respectively.

In 2007 we granted 526,720 restricted stock units (RSUs) with a weighted average fair value per share of $5.85.
These RSUs vest over four years in equal installments on each of the first through fourth anniversaries of the vesting
commencement date. Upon vesting, the RSUs will convert into an equivalent number of shares of common stock.
The amount of the RSUs expensed are based on the closing market price of our common stock on the date of grant
and are amortized on a straight-line basis over the requisite service period.

In accordance with SFAS Ne. 123R, unamortized compensation expense on stock-based awards after
January 1, 2006 is not included in deferred stock-based compensation. As of December 31, 2007, the balance
of $7.4 million of total unrecognized compensation costs, related to non-vested stock-based awards granted under
SFAS No. 123R to employees and directors, is expected to be recognized over a weighted average period of
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approximately 3.0 years. In 2007 and 2006, the compensation expense on these stock-based awards amounted to
$1,970,000 and $871,000, respectively.

We account for stock options granted to non-employees on a fair-value basis in accordance with EITF Issue
No. 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services, and FASB Interpretation No. 28, Accounting for Stock Appreciation
Rights and Other Variable Stock Option or Award Plans. As a result, the amount of stock-based compensation
expense recorded for non-employee options with vesting or other performance criteria is affected each reporting
period by changes in the estimated fair value of our common stock. Stock compensation expense associated with
non-employees has been immaterial to date.

Accounting for income taxes. Income taxes are accounted for under the asset and liability method. Deferred
tax assets and liabilities are recognized for future tax consequences attributable to differences betwceen the financial
statement carrying amounts of existing assets and liabilities and their respective tax bases, as well as operating
losses and tax credit carry forwards. Deferred tax assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in years in which those temporary differences are expected to be recovered or
settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period
that includes the enactment date. Valuation allowances are established when necessary in order to reduce deferred
tax assets to the amounts expected to be recovered.

Effective January 1, 2007, we adopted the provisions of FASB Interpretation, or FIN, No. 48, Accounting for
Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109, or FIN 48, FIN 48 contains a two-step
approach to recognizing and measuring uncertain tax positions accounted for in accordance with SFAS No. 109.
The first step is to evaluate the tax position for recognition by determining if the weight of available evidence
indicates it is more likely than not that the position will be sustained on audit, including resolution of related appeals
or litigation processes, if any. The second step is to measure the tax benefit as the largest amount which is more than
50% likely of being realized upon ultimate settlement. We consider many factors when evaluating and estimating
our tax positions and tax benefits, which may require periodic adjustments and which may not accurately anticipate
actual outcomes. The adoption of FIN 48 did not have a matena] impact on our financial position or results of
operations.

Results of Operations
Comparison of Years ended December 31, 2007 and 2006

Revenues
Years Ended December 31,
2007 2006 '
Pt(:)?c'lla‘gthz:lge let:c'tlé_gtglge Period-to-Period Change
Amount Revenue Amount Revenue Amount Percentage
{Dollars in thousands}
Revenues:
IPProducts .. ............... $ 79,369 63% $47,314 47% $ 32,055 68%
DCME Products. . ............ 24,360 19 38,563 39 (14,203) 37N
Services. . ... 22,025 18 13,769 _14 8,256 60
Total revennes . . ............... $125,754 100% $99,646 100% $ 26,108 26%
Revenue by Geography:
Europe, Middle East and Africa.. § 64,675 52% $68,060 68% $ (3,385 5)%
North America............... 32,678 26 17,836 18 14,842 83
Asia Pacificand India . ........ 17,917 14 8,060 8 9,857 122
Caribbean and Latin America. . .. 10,484 _ 8B 5,690 _ 6 4,794 84
Total revenues .. .. ....cov v ... $125,754 100% $99,646 100% $ 26,108 26%
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The increase in revenues resulted from an increase in IP product revenues of $32.1 million and an increase in
services revenues of $8.3 million, offset by a $14.2 million decline in DCME product revenues.

The increase in IP product revenues was attributable to the increase in the number of service providers
deploying our products by forty in 2007, the recognition of revenues for new VolP solution deployments, as well as
expansion sales to existing service provider customers. Sales of static trunking solutions typically do not require
customer acceptance. Prior to the fourth quarter of 2007, where evidence of customer acceptance was required
before recognizing revenue for static trunking solutions, we.did not consider delivery of the hardware, software and
services to have occurred until evidence of acceptance was received from the customer. Beginning in the fourth
quarter of 2007, we commenced recognizing revenue allocated to the hardware and software in static trunking
solutions hpon delivery of the hardware and software using the residual method and recognize revenue allocated to
the installation services as the services are performed, resulting in a $1.3 million increase to revenie. In those
circumstances the static trunking solution arrangement requires specific non-standard terms or specifications, such
as special customization of the hardware and software, we defer revenue recognition until formal custermer
acceptance is received or it can be objectively demonstrated that those specifications have been attained, whichever
occurs first.

We expect that IP product revenues as a percentage of total revenues will continue to increase in future periods
as customers migrate to next generation networks. .

The decrease in DCME product revenues was the result of the expected decline in the size of the overall DCME
market and we expect the decline to continue as customers migrate from traditional voice networks including
DCME products to IP products.

The increase in services revenues resulted from recognition of previously deferred revenue for VolP solution
deployments and the continued growth in IP services revenues, from both professional services ‘and support and
maintenance. IP services revenues increased to $16.1 million in 2007 from $7.9 million in 2006, DCME services
revenues remained essentially unchanged at $5.9 million in the years ended December 31, 2007 and 2006,
respectively. Over time we expect DCME services revenues to decrease as new DCME implementations continue to
decrease and customers migrate to next generation networks. The increase in our IP services revenues correlates to
the increase in our IP product revenues and we expect IP services revenues to increase as IP product revenues
mncrease.

The increase in revenues was derived from an increase in revenues attributable to customers in the
North America, Asia Pacific and India, and Caribbean and Latin America regions by $29.5 million offset by a
decrease in revenues derived from the Europe, Middle East and Africa region by $3.4 million. During the year ended
December 31, 2007, revenues were 26% from North America and 74% international as compared to 18% from
North America and 82% international during the year ended December 31, 2006. The geographic mix of revenues
will vary significantly on a quarterly basis, primarily depending on the timing of the completion of projects.
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Cost of Revenues and Gross Profit
Years Ended December 31,

2007 2006
Percentage Percentage . .
of Totalg of Totalg Period-to-Period Change
Amount Revenue Amount Revenue Amount Percentage

(Dollars in thousands)

Cost of Revenues:

IPProducts. . ......... ... $32,198 41 % 520,775 44% $11.423 55%

DCME Products ....... s 8,566 35 14,809 38 (6,243) 42)

Services .. ......... e 12,793 58 10,130 74 2,663 - 26
Total cost of revenues. .. ... ....... $53,557 43% $45714 46% $ 7.843 17%
Gross Profit: .

IPProducts. ........ovvvvvnn. $47,171 59% $26,539 56% $20,632 78%

DCME Products .. ............. 15,794 65 23,754 62 (7,960) (34)

Services . . ... ... ... .. ... 9,232 42 3,639 26 5,593 {54
Total gross profit .. ... ........... $72,197 57% $53,932 54% $18,265 34%

The increase in sales of IP products resulted in an increase in related cost of revenues, which was offset by
lower cost of revenues related to the decrease in DCME product revenues.

Cost of 1P product revenues increased by 55% resulting from an 68% increase in IP product revenues.

Cost of DCME product revenues decreased by 42%, which corresponds to a 37% decrease in DCME product
revenues, In 2007, we recorded a non-recurring favorable adjustment to royalty costs on our DCME product
revenues in the amount of $0.6 million.

The increase in cost of services revenues is due to an increase in labor and related expenses of $1.2 million as a
result of an increase in customer support headcount to support new product implementations for our growing
customer base, and to render support and maintenance and other professional services. In addition, overhead
expenses for items such as facilities, equipment and depreciation, increased by $0.4 million, travel and related
expenses increased by $0.1 million, cost of consultants and other third party services increased by $0.4 million and
stock based compensation expense increased by $0.3 million.

Gross profit increased by $18.3 million. This increase was due to higher IP product revenues. IP product gross
profit increased to $47.2 million for the year ended December 31, 2007 from $26.5 million in the year ended
December 31, 2006, an increase of $20.6 million or 78%, which was caused by an increase in IP product revenues of
68% and in 1P product margin of 3%. DCME product gross profit decreased to $15.8 million for the year ended
December 31, 2007 from $23.8 million in the year ended December 31, 2006, a decrease of $8.0 million or 34%,
which corresponds to a 37% decrease in DCME product revenues. Services gross profit increased to $9.2 million for
the year ended December 31, 2007 from $3.6 million in the year ended December 31, 2006, an increase of
$5.6 million or 154%, which was due to higher service revenues and higher services margin.

Gross margin, which is gross profit as a percentage of revenue, increased to 57% for the year ended
December 31, 2007 from 54% for the year ended December 31, 2006. The margin improvement in IP product
margin resulted from a higher mix of revenues from expansion sales as well as the benefit of cost reductions
fesulting from engineering improvements and renegotiations of terms with suppliers, both of which reduced our
cost of revenues. Typically, [P product revenues from expansion sales will have higher gross margins than revenues
from initial VoIP solution deployments. Additionally, we had an adjustment to royalty costs on our DCME product
revenues. The gross margin on our DCME products in 2007 without the non-recurring favorable adjustment to
royalty costs, in the amount of $0.6 million, would have been 62%. Overall IP product gross margin may fluctuate
on a sequential guarter over quarter basis due to changes in the IP preduct mix and the timing of the recognition of
revenue and the associated-costs. We ‘expect that DCME product gross margins will remain relatively consistent
with the most recent year because we anticipate continuing to pay a fixed percentage of sales for manufacturing
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costs. Services gross margin increased due to an increase in customer implementation activity and recognition of
revenue of past implementation activity for which revenue recognition had been deferred and for which service

costs had already been recognized in the periods they occurred.

Operating Expenses
Years Ended December 31,

2007 2006 !
Percentage Percentage Period-to-Period
of Total of Total . Change
Amount Revenue Amount Revenue Amount Percentage
(Dollars in thousands)

Research and development, net ... ... $31,004 25% $32,555 33% $(1,551) 5%

Sales and marketing .............. 28,583 23 26,497 26 2,086 8

General and administrative ......... _ 9,671 8 8,793 9 878 10

Total operating expenses . ........ $69,258 35% $67,845 68% $1413 2%

Research and development expenses, net.  Research and development expenses consist primarily of salaries
and related compensation for our engineering personnel responsible for design, development, testing and certi-
fication of our products. Qur research and development efforts have been partially financed through grants from the
OCS. We record grants received from the OCS as a reduction of research and development expenses. Research and
development expenses, net of grants received from the OCS, decreased to $31.0 million for the year ended
December 31, 2007 from $32.6 million in the year ended December 31, 2006. Grants received from the OCS were
$1.5 million in the year ended December 31, 2007 and $1.3 million in the year ended December 31, 2006. The
decrease in research and development expenses was primarily due to a decrease in bonuses in the amount of
$1.0 million and a decrease in travel and related expense in the amount of $0.4 million, In 2007, we amended the
employee bonus plan so that the quarterly bonus accrued is the lesser of 2% of total revenues in the quarter or the
operating income in the quarter before the bonus accrual.

Research and development expenses, net were 25% of total revenues in 2007 and 33% of total revenues in
2006. We expect research and development expenses to increase on an absolute basis, but decrease as a percentage
of total revenues.

Sales and marketing expenses. Sales and marketing expenses consist primarily of salaries and related
compensation for our personnel, as well as marketing expenses, including attendance at trade shows, participation
in trade associations and promotional activities. Sales and marketing expenses increased to $28.6 million for the
year ended December 31, 2007 from $26.5 million in the year ended December 31, 2006. The increase in sales and
marketing expenses was primarily due to an increase in sales commissions in the amount of $1.1 million as a result
of increased sales. Additionally, commissions paid to independent sales agents increased by $1.5 million as a result
of higher sales generated by such agents.

Sales and marketing expense were 23% of total revenues in 2007 and 26% of total revenues in 2006. We expect
sales and marketing expenses to increase: on an absolute basis as we add additional marketing staff and sales
representatives, but decrease as a percentage of total revenues.

General and administrative expenses. General and administrative expenses consist primarily of salaries and
related compensation costs for our executive management, finance personnel, legal and professional services, travel
and related expenses, insurance and other overhead costs. General and administrative expenses increased to
$9.7 million for the year ended December 31, 2007 from $8.8 million in the year ended December 31, 2006, The
increase in general and administrative expenses was primarily due to an increase in insurance expense in the amount
of $0.7 million, which was principally a result of the increase in D&O insurance premiums associated with being a
public company.

General and administrative expenses were 8% of total revenues in 2007 and 9% of total revenues in 2006. We
expect expenses and costs associated with our general and administrative functions to increase on an absolute basis,
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including the additional costs and expenses associated with being a public company, but decrease as a percentage of
total revenues.

Other income, net. Other income, net consists primarily of interest income earned on cash and cash
equivalents, foreign currency exchange gains and collection fees offset by interest expense and bank charges.
Other income, net was $1.0 million in 2007 and $0.6 million in 2006. The increase was due to an increase in interest
income of $0.9 million, as a result of the proceeds we received in the initial public offering of our common stock,
which was offset by a decrease in foreign currency exchange gains of $0.5 million. '

fncome taxes. Income taxes were $0.6 million in 2007 and $0.4 million in 2006. The income tax provision
was attributable to our profitable foreign operations, primarily in Israel, for income generated on sales of products
not covered under the Approved Enterprise status in Israel.

Net income (loss). Net income was $3.4 million for the year ended December 31, 2007 as compared to a net

loss of $13.7 million in the year ended December 31, 2006. The net income in 2007 was mainly attributable to the

“increase in gross profit of $18.3 million as compared to 2006 partially offset by an increase in operating expenses of
$1.4 million. :

Deemed dividend on Series D convertible preferred stock.  Upon the closing of the initial public offering of
our common stock, all shares of convertible preferred stock outstanding automatically converted into shares of
common stock. The beneficial conversion feature of the Series D convertible preferred stock resulted in a deemed
dividend in the aggregate amount of approximately $6.0 million. The amount of deemed dividend decreased the net
income attributable to common stockholders in the year ended December 31, 2007.

Comparison of Years ended December 31, 2006 and 2005

Revenues
Years Ended December 31,
2006 2005
P'elri‘.c%gtt:;ge Pg?c—i-g::lge Period-to-Period Change
Amount Revenue Amount Revenue Amount Percentage
(Dollars in thousands)
Revenues:
IPProducts. .................. $47.314 47% $24,474 32% $22.840 93%
DCMEProducts . . ............. 38,563 39 41,681 55 (3,118) N
Services .. .......... . ... .. ... 13,769 _14 10,089 13 3,680 36
Total revenues . . ................ $99.646 100% $76,244 100% $23,402 31%
Revenue by Geography:
Europe, Middle East and Africa. ... $68,060 68% $53,887 1% $14,173 26%
North America ................ 17,836 18 13,248 17 4,588 35
Asia Pacific and India........... 8,060 8 6,666 9 1,394 21
Caribbean and Latin America ... .. 5,690 __6_3 2,443 3 3,247 133
Total revenues .. ....covvivenan $99.646 100% $76,244 100% $23,402 3%

~ The increase in revenues resulted from an increase in IP product revenues of $22.8 million and an increase in
services revenues of $3.7 million, offset by a $3.1 million decline in DCME product revenues.

The increase in IP product revenues was attributable to an increase in the number of service providers
deploying our products by twenty in 2006 as well as expansion sales to existing service providers. We expect that [P
product revenues as a percentage of total revenues will continue to increase in future periods.

The decrease in DCME product revenues was the result of the expected decline in the size of the overall DCME
market and we expect the decline to continue as customers migrate from traditional voice networks including
DCME products to [P products.
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The increase in services revenues resulted from an increase in 1P services revenues from both professional
services and support and maintenance to $7.9 million in 2006 from $4.1 million in 2005. DCME services revenues
remained essentially unchanged at approximately $6.0 million in 2006 and 2005. Over time we expect DCME
services revenues to decrease as new DCME implementations continue to decrease and customers migrate to next
generation networks. The increase in our IP services revenues correlates to the increase in our IP product revenues.

The increase in revenues was derived from an increase in revenues attributable to customers in all regions. In
2006, revenues were 18% from North America and 82% international as compared to 17% from North America and
83% international in 2005,

Cost of Revenues and Gross Profit
Years Ended December 31,

2006 2005
Percentage Percentage ,
of Relalegd of Relalegd Period-to-Period Change
Amount Revenue Amount Revenue Amount Percentage

(Dollars in thousands)
Cost of Revenues:

IP Products ........... $20,775 44%; $10,840 44% $ 9,935 92%

DCME Products . . ...... 14,809 38 16,953 41 (2,144) (13

Services. . ............ 10,130 74 5,353 53 4,777 30
Total cost of revenues ... .. $45,71 4 46% $33,146 43% $12,568 38%
Gross Profit:

IP Products . .......... $26,559 56% $13,634 56% $12,905 95%

DCME Products . . . ... .. 23,754 62 24,728 59 (974) (4)

Services. . ............ 3,639 26 4,736 47 (1,097 (23)
Total gross profit . ........ $53,932 54% $43,098 57% $10,834 25%

The increase in sales of IP products resulted in an increase in related cost of revenues, which was offset by
lower cost of revenues related to the decrease in DCME product revenues.

Cost of IP product revenues increased by 92%, resulting from a 93% increase in [P product revenues.

Cost of DCME product revenues decrzased by 13%, which corresponds to a 7% decrease in DCME product
revenues,

The increase in cost of services revenues is due to an increase in labor and related expenses of $1.9 million as a
result of an increase in customer support headcount to support new product implementations for our growing
customer base, and to render support and maintenance and other professional services. In addition, overhead
expenses for items such as facilities, equipment and depreciation, increased by $0.9 million, travel an related
expenses increased by $0.9 million and cost of consultants and other third party services increased by $0.8 million.

Gross profit increased by $10.8 million. This increase was due to higher IP product revenues. IP product gross
profit increased to $26.5 in 2006 from $13.6 million in 2005, an increase of $12.9 million or 95%, which
corresponds to the 93% increase in IP product revenues. DCME product gross profit decreased to $23.8 million in
2006 from $24.7 million in 2005, a decrease of $1.0 million or 4%, which corresponds to a 7% decrease in DCME
product revenues, Services gross profit decreased to $3.6 million in 2006 from $4.7 million in 2005,

Gross margin, which is gross profit as a percentage of revenue, decreased to 54% in 2006 from 57% in 2005.
The decrease in gross margin was primarily due to a decrease in services gross margin resulting from higher labor
expenses. Overall IP product gross margin may fluctuate on a sequential quarter over quarter basis due to changes in
the IP product mix and the timing of the recognition of revenue and the associated costs. We expect that DCME
product gross margins will remain relatively consistent with the most recent year because we anticipate continuing
to pay a fixed percentage of sales for manufacturing costs. Services gross margin decreased due to increased
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services costs resulting from an increase in customer implementation activity for which revenue has not yet been

recognized.

Operating Expenses

Years Ended December 31,

2006 2005 .
Percentage Percentage Period-to-Period
of Total of Total Change
Amount Revenue Amount Revenue Amount Percentage
(Pollars in thousands)
Research and development,

(1) O $32,555 33% $26,527 35% $6,028 23%
Sales and marketing. ....... 26,497 26 25,798 34 699 3
General and administrative . . . 8,793 9 5,802 1 2,991 52

Total operating expenses .. $67,845 68% $58,127 76% 39,718 17%

Research and development expenses, net.

Research and development expenses consist primarily of salaries

and related compensation for our engineering personnel responsible for design, development, testing and certi-
fication of our products. Qur research and development efforts have been partially financed through grants from
OCS. We record grants received from the OCS as a reduction of research and development expenses. Research and
development expenses, net of grants received from the OCS, increased to $32.6 million in 2006 from $26.5 million
in 2005, Grants received from the OCS were $1.3 million in 2006 and $1.6 million in 2005. The increase in research
and development expenses was due to an increase in headcount, consultants and related expense of $4.3 million due
to staffing for our new access services solutions, or Class 5 services solutions, and the general need for IP product
engineers to continue to develop our products. In addition, depreciation expense increased by $1.0 million and
purchases of non-capitalized information technology equipment increased by $0.3 million,

Research and development expenses, net were 33% of total revenues in 2006 and 35% of total revenues in
2005.

Sales and marketing expenses. Sales and marketing expenses consist primarily of salaries and related
compensation for our personnel, as well as marketing expenses, including attendance at trade shows, participation
in trade associations and promotional activities. Sales and marketing expenses increased to $26.5 million in 2006
from $25.8 million in 2005. The increase in sales and marketing expenses was due to an increase in labor and related
expenses as a result of an increase in sales and marketing headcount and related activities offset by a decrease in fees
paid to independent sales agents and improved direct sales force productivity.

Sales and marketing expense were 26% of total revenues in 2006 and 34% of total revenues in 2005,

General and administrative expenses. General and administrative expenses consist primarily of salaries and
related compensation costs for our executive management, finance personnel, legal and professional services, travet
and related expenses, insurance and other overhead costs. General and administrative expenses increased to
$8.8 million in 2006 from $5.8 million in 2005. The increase in general and administrative expenses was due to an
increase of $1.7 million in fees for audit, legal, information technology support and other professional services and
an increase in headcount and related expenses of $1.1 million. During 2006, we increased our headcount in general
and administrative functions to enable us to meet our financial disclosure and other requirements in anticipation of
becoming a public company. Further, we incurred substantial expenses related to our audits for 2005, 2004 and
2003,

General and administrative expenses were 9% of total revenues in 2006 and 7% of total revenues in 2005.

Other income, net. Other income, net consists primarily of interest income earned on cash and cash
equivalents, foreign currency exchange gains, and collection fees earned offset by interest expense and bank
charges. Other income, net was $0.6 million in 2006 and $0.8 million in 2005. The decrease in other income
(expense), net was a result of us obtaining loans in 2006 for which we incurred interest expenses of $0.9 million in
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2006. The increase in interest expense was partially offset by a foreign currency exchange gain realized of
$0.6 million in 2006.

Income taxes. Income taxes were $404,000 in 2006 and $35,000 in 2005. The income tax provision for 2006
was attributable to our profitable foreign operations, primarily in Israel, for income generated on sales of products
not covered under the Approved Enterprise status in Israel.

Net income (loss). Net loss decreased to $13.7 million in 2006 from $14.3 million in 2005, The slight
decrease in the net loss was mainly attributable: to the increase in gross profit of $10.8 million offset by an increase
in the expense associated with the increase in worldwide headcount and related expense for compensation and
benefits. '

Liguidity and Capital Resources

In April 2007, we raised a total of $54.0 million in gross proceeds from the initial public offering of our
common stock, or $46.6 million in net proceeds after deducting underwriting discounts and commissions of
$3.8 million and other offering-costs of $3.6 million. Before the initial public offering of our common stock we
satisfied our liquidity needs primarily through private sales of our preferred stock, bank borrowing, sale of trade
receivables and, to a lesser extent, grants received from the OCS. At December 31, 2007, we had unrestricted cash
and cash equivalents and short-term investments of $57.6 miltion, an increase of $34.4 million from December 31,
2006. We believe that our existing cash, cash equivalents and short-term investments will meet our normal operating
and capital expenditure needs for at least the next twelve months.

Operating Activities

Net cash used in our operating ac'tivities was $12.7 million and $5.3 million during the years ended
December 31, 2007 and 2006, respectively. '

The increase in net cash used in our operating activities in 2007 was primarily attributable to a decrease in
deferred revenue in the amount of $13.2 million and an increase in accounts receivable of $16.4 million, net of
receivables sold during the period in the total amount of $36.0 million. We also had an increase in prepaid expenses
and other current assets in the amount of $5.7 million primarily due to an increase in advance payments made to
suppliers and in estimated reimbursements from the OCS. The amount of cash used was offset by a decrease in
inventories and an increase in accounts payable, accrued expenses and in the net amount due to related parties in the
aggregate amount of $13.2 million. These were all related to sales growth and expanded operations. In addition, we
incurred $3.7 million and $2.3 million of depreciation and stock-based compensation, respectively, which are non-
cash expenses. Our working capital increased to $60.7 million as of December 31, 2007 from $7.6 million as of
December 31. 2006.

Net cash used by our operating activities in 2006 was primarily attributable to our net loss of $13.7 million. We
had an increase in accounts receivable of $4.0 million, net of receivables sold during the period in the total amount
of $15.3 million. We also had an increase in inventories and prepaid expenses and other current assets of
$5.1 million, and a decrease in the net amount due to related parties of $0.9 million. This was offset by increases in
deferred revenue, accounts payable and accrued expenses in the aggregate amount of $13.5 million. We incurred
$3.4 million and $1.2 million of depreciation and stock-based compensation, respectively.

Investing Activities

. Net cash used in our investing activities was $8.6 million and $2.1 million during the years ended December 31,
2007 and 2006, respectively.

Investing activities in 2007 consisted primarily of net purchases of short-term investments of $5.4 million and
of property and equipment of $3.2 million.

Investing activities in 2006 consisted primarily of purchases of property and equipment of $4.2 million which
was offset by decreases in our restricted cash and short term investrnents in the aggregate amount of $2.2 million.
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Financing Activities

Net cash provided by our financing activities was $50.4 million and $10.2 million during the years ended
December 31, 2007 and 2006, respectively.

Net cash provided by our financing activities in 2007 primarily consisted of proceeds from the initial public
offering of our common stock in the amount of $54.0 million, offset by cash paid related to offering costs in the
amount of $5.9 million, and to a lesser extent of net proceeds from the second closing of our Series D convertible
preferred stock financing in the amount of $3.4 million and of proceeds received from the exercise of stock options
in the amount of $0.6 million. In addition, in 2007 we repaid our loan payable by $1.7 million.

Net cash provided by our financing activities in 2006 primarily consisted of net proceeds from the first closing
of our Series D convertible preferred stock financing in the amount of $6.5 million and of a net increase in
borrowings in the amount of $4.6 million, and to a lesser extent of proceeds received from the exercise of stock
options and the issuance and exercise of a warrant in the aggregate amount of $0.6 million, offset by cash paid
related to our offering costs in the amount of $1.5 million.

Contractual Obligations and Commitments

As of December 31, 2007, the following summarizes our future contractual obligations for the periods
presented (in thousands):

Payment Due

January 1, January 1, January 1,

2008 . 2009 2010

through through through
December 31, December 31, December 31,
Total 2008 2009 2011
Contractual Obligations: ]

Debt obligations. . .................... $ 3,453 $3,453 5 — $8 —
Operating lease obligations. ............. 4,542 1,756 1,196 1,590
Purchase obiigations.' .................. '3,742 3,742 — —_
Total .......oovovt. e e . $li,737- $8,951 51,196 $1,590

Off-Balance Sheet Arrangements

At December 31, 2007, we did not have any relationships with unconsolidated entities or financtal partner-
ships, such as entities often referred to as structured finance or special purpose entities, which would have been
established for the purpose of facilitating off-balance sheet arrangements or other contractually narrow or limited
purposes. '

Recent Accounting Pronouncements

In December 2007, the FASE issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial
Statements, which will become effective in 2009. SFAS No. 160 will require noncontrolling interests (previously
referred to as minority interests) to be treated as a separate component of equity, not as a liability or other item
outside of permanent equity. The provisions of SFAS No. 160 will be applied prospectively and is not expected to
have a material effect on our consolidated financial statements.

In December 2007, the FASB issued SFAS No. 141 (Revised 2007), Business Combinations. SFAS No. 141(R)
will significantly change the accounting for business combinations. Under SFAS No. 141(R), an acquiring entity
will be required to recognize all the assets acquired and liabilities assumed in a transaction at the acquisition-date
fair value with limited exceptions. SFAS No. 141(R} also includes a substantial number of new disclosure
requirements. SFAS No. 141(R) must be applied prospectively to business combinations for which the acquisition
date is on or after January 1, 2009. The impact of adopting SFAS No. 141(R} will be dependent on the future
business combinations that we may pursue after its effective date.
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In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities, Including an Amendment of FASB Statement No. 115, which will become effective in 2008,
SFAS No. 159 permits entities to measure eligible financial assets, financial liabilities and firm commitments
at fair value, on an instrument-by-instrument basis, that are otherwise not permitted to be accounted for at fair value
under other generally accepted accounting principles. The fair value measurement election is irrevocable and
subsequent changes in fair value must be recorded in eamings. We will adopt this Statement in fiscal year 2008 and
are currently evaluating if we will elect the fair value option for any of our eligible financial instruments and other
itemns.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 defines fair
value, establishes a framework for measuring fair value, and expands the required disclosure for fair value
measurements; however, it does not require any new fair value measurements. The provisions of SFAS No. 157 is
effective for us beginning with our 2008 fiscal year, at which time it will be applied prospectively. In February 2008,
the FASB agreed to partially defer the effective date of SFAS No. 157 for one year, for non-financial assets and
liabilities, except those that are recognized or disclosed at fair value in the consolidated financial statements on a
recurring basis. The provisions of SFAS No. 157 are not expected to have a material effect on our consolidated
financial statements.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Foreign Currency Risk

Nearly all of our revenue, costs and expenses, including subcontractor manufacturing expenses, are denom-
inated in U.S. dollars. However, we do maintain sales and business operations in foreign countries, and part of our

. revenue is derived from customers in foreign countries. As such, we have exposure to adverse changes in exchange

rates associated with operating expenses, including personnel, facilities and other expenses, of our foreign
operations and sales to our customers. For example, if the exchange rate between the 10.S. dollar and the New
[sragli Shekel would fluctuate by 10% our operating expenses would have increased or decreased by approximately
$1.5 million in 2007,

During 2006, we entered into forward ¢xchange contracts with banks as counterparties to manage the risk of
fluctuations in our results of operations and cash flows due to changes in exchange rates between the U.S. dollar and
the New Israeli Shekel. We did not enter into any forward foreign currency contracts during the year ended
December 31, 2007.

Interest Rate Sensitivity

We had cash, cash equivalents, restricted cash, and short term investments totaling $58.2 million at December 31,
2007. These amounts were invested primarily in commercial paper and money market funds. The unrestricted cash
and cash equivalents are held for working capital purposes. We do not enter into investments for trading or speculative
purposes. Due 1o the short-term nature of these investments, we do not believe that a 10% change in interest rates
would have a material impact on our financial position and results of operations. However, declines in interest rates
and cash balances will reduce future investinent income. :

As of December 31, 2007, we had $3.3 million of debt outstanding. Our loan agreement provides for a stated
fixed interest rate of 9.78% per annum.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockl}olders
Veraz Networks, Inc.:

We have audited the accompanying consolidated balance sheets of Veraz Networks, Inc. and subsidiaries (the
Company) as of December 31, 2007 and 2006, and the related consolidated statements of operations, redeemable
and convertible preferred stock and stockholders’ equity {(deficit}, and cash flows for each of the years in the three-
year period ended December 31, 2007. These consolidated financial statements are the responsibility of the
Company’s management. OQur responsibility is to express an opinion on these consolidated financial statements
based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Veraz Networks, Inc. and subsidiaries as of December 31, 2007 and 2006, and the results of
their operations and their cash flows for each of the years in the three-year period ended December 31, 2007, in
conformity with U.S. generally accepted accounting principles.

As discussed in Note 2(t) to the Consolidated Financial Statements, effective January 1, 2006, the Company
adopted the provisions of Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based
Payment.

/s/ KPMG LLP

Mountain View, California
March 14, 2008
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VERAZ NETWORKS, INC. AND SUBSIDIARIES

Consolidated Balance Sheets

December 31,

2007 2006
v (In thousands, except
) share and per
' share data)
ASSETS
\ Current assets:
' Cash and cash equivalents . .. ... .. ... .. i e e e $ 52232 $23,189
' Restricted cash. .. . . oot e e e e 610 300
ShOTE-TET INVESIIMENLS . o o v v v e ot et e et e e vt e et e it a e et e i aaa e ee e 5,354 —
Accounts receivable (net of allowances of $151 and $183 as of December 31, 2007 and 2006,
TESPeCtVELY) . . o s 40,814 24451
FIVEMLOHES . + « o v o e et e e e e e e e e e e e e e e e e e e 9,505 14,203
Prepaid @XPENSES . . o v i it e e e 1,497 2,578
Deferred LaX A88BIS S « o i o vt e e e e e e e e e s 410 —
(101115 0 T 4= (TR T = 1< e 5,776 1,889
. Due from related parties . . .. ...t tii e 686 1,452
TOLA CUTTENT ASSELS & .« v v v v e vt v e et e e e e v et e s bt o me e e i eme e ias e 116,884 68,262
Property and equipment, NEL . . .. oo i i e ' 6,720 7,123
(01 ol 1.1 -3 143 151
TOAl BSSCES .« o v v oo o i e e e e e e e e e $123,747  §$ 75,536

LIABILITIES, REDEEMABLE AND CONVERTIBLE PREFERRED STOCK, AND STOCKHOLDERS’ EQUITY

(DEFICIT)
Current Habilities: N
Accounts payable . . ... $ 11,066 $ 8435
ACCIUEd BXPENSES . . . o v v vt et v n i e e e e e 16,983 15,683
Income tax payable. . ..o e e e e e 2i9 258
Current portion of loan payable (net of unamortized discount of $170 and $433 as of
December 31, 2007 and 2006, respectively) . . ..o .o i e e 3,147 1,277
Current portion of deferred reventie .. ... ..o o e 14,354 27,074
Duetorelated parties . . . .. .o i e 10,438 7974
Total current Habilities. . . . ... ... . e e e 56,207 60,701
Loan payable, less current portion (net of unamortized discount of $170'as of December 31,
2006 . . e e e e — . 34
Noncurrent portion of deferred revenue . ... ... ... ... . . L e — 454
Total liabilities , . . . ... . e e e 56,207 64,302
, Commitments and contingencies (Note 9)
| Redeemable and conventible preferred stock: .
i Redeemable preferred stock, $0.001 par value; none and 14,000,049 shares authorized; none and
| 14,000,049 shares issued and outstanding at December 31, 2007 and 2006, respectively . ... ... — 19,796
Convertible preferred stock, $0.001 par value; none and 41,000,000 shares authorized; none and
18,529,098 shares issued and outstanding at December 31, 2007 and 2006, respectively . ... ... — 44,745
Total redeemable and convertible preferred stock ... ....... ... ... o oo L — 64,541

Stockholders’ equity (deficit):
Undesignated preferred stock, $0.001 par value: 10,000,000 and none shares authorized; none

shares issued and outstanding at December 31, 2007 and 2006, respectively .. .......... ... — —
Common stock, $0.001 par value; 200,000,000 and 100,000,000 shares authorized; 41,100,459 and

13,789,287 shares issued and outstanding at December 31, 2007 and 2006, respectively . ... ... 41 i4
Additional paid-incapital . . . ... .. e 124,081 6,975
Deferred stock-based compensation . . ... ... . e e (352) (690)
Accumulated deficit. . . . .. . .. .. e P (56,230) (59,606)

Total stockholders’ equity (deficit) . . .. ... e 67,540 (53,307)

Total liabilities, redeemable and convertible preferred stock, and stockholders’ equity (deficit) .. $123,747  § 75,536

See accompanying notes to consolidated financial statements
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VERAZ NETWORKS, INC. AND SUBSIDIARIES
Consolidated Statements of Operations

Years Ended December 31,
2007 2006 2005
{In thousands, except share and per share data)

Revenues:
IPProducts . .. ... .. i e e $ 79,369 § 47,314 $ 24,474
DCME Products . ......... e, 24,360 38,563 41,681
EIVICES . .. i e e e 22,025 13,769 10,089
Total revenues . . ... ... ... e 125,754 99,646 76,244
Cost of Revenues:
IPProducts .. . .........c i e 32,198 20,775 10,840
DCME Products . ... ... ..o 8,566 14,809 16,953
T 1 107 12,793 10,130 5,353
Total costof revenues .. ......... . ... ..., 53,557 45,714 33,146
Gross profit . . ... ... e e 72,197 53,932 43,098

Operating Expenses:
Research and development (net of grants from the Office of
the Chief Scientist in Israel of $1,503, $1,281 and $1,553

in 2007, 2006 and 2005, respectively). . ............... 31,004 32,555 26,527
Sales and marketing .. ... . .. ... ... ... 28,583 26,497 25,798
General and administrative, . ........... ... .. . ... 9,671 8,793 5,802

Total operating expenses . .......... ... . 69,258 67,845 58,127

Income (loss) from operations ...................... 2,939 (13,913} (15,029)

QOther income (expense):
Interest INCOME . . .. . ... i er e 2,103 1,186 919
Otherincome . ...... ... ..ttt 354 988 350
Interest eXpense. . . ... ...ttt (846) 915) 4)
Otherexpense . . ....... . ..ttt (615) {612) (512)
Other income (expense), Net, . .. ... v irieneannn. . 996 647 753
Income (loss) before income taxes . . ................. 3,935 (13,266) (14,276)
INCOmE LaXES. . . e e e e e e e 559 404 35
Netincome (loss) .. ......... . ... . ... 3,376 (13,670) (14,311)
Deemed dividend on Series D convertible preferred stock. ... .. (5,980) — —
Net loss allocable to common stockholders. .. ............ 3 (2604) $ (13,670) $ (14311)
Net loss allocable to common stockholders per share — basic :
anddiluted .................... fe e $ (0.08) $ (1.02) % (1.18)

Weighted average shares outstanding used in computing net loss
atlocable to common stockholders per share — basic and
dilwted: . ... o 33,917,298 13,396,125 12,119,485
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Related Party Transactions

The Consolidated Statements of Operations shown above include the following related party transactions:

Years Ended December 31,

2007 2006 2005

Revenues:

IP Products, related party sales . .. ... ... .. e $ 289 $ 977 $ 1,857

DCME Products, related party sales ............ ... .. ... oL, 468 3,274 14,636
Cost of Revenues; -

IP Products, costs arising from related party purchases .. ... P 175 2,508 5,137

DCME Products, costs arising from related party purchases. ... ......... 7,895 13,723 15,511
Operating Expenses:

Research and development . . ........ ... .. .. il 2,166 4,525 1,501

Sales and markeling . . .. ... ... .. e e 4413 3,942 3,839

General and administrative . .. ........ ... ... . . i 354 535 576
Other income (expense):

Other income, related party. . .. ... .. e i 113 240 228

See accompanying notes to consolidated financial statements
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VERAZ NETWORKS, INC. AND SUBSIDIARIES
Consolidated Statements of Redeemable and Convertible Preferred Stock, and Stockholders’ Equity (Deficit)

Stockholders’ Equity (Deficit)

Redeemable Convertible
. Additional  Deferred Totat
Preferred Stock Preferred Stock Common Stock Pald-it  Stock Based Accumulated Stockholders’

Shares Amount  Sheres  Amount  Shares Amount Capital Compensation Deficit Equity Defteit
(In thousands, except share and per share data}

Balance at Janoary 1,2005. ., ......... 14,000,049 $ 19,796 17,482,502 § 38,197 11,895,518 $12 § 3741 5 (26 $(31,625)  $(27.898)
Exercise of stock options . . ... ......,. - — — — 1,107,375 1 336 — —_ 337
Stock-based compensation in connection with

stock options granted to non emplayees . . . — - — — - - 5 — — 5
Deferred stock-based compensation related to

options grented to employees . . . ... .. . — — —_ — - — 1,318 (1,318} — —
Amortization of deferred stock-based

COMPENSALon €XPetse . . . v v v v v v o v — - —_ — - = — 32 — 312
Netloss. oo v v v ii e i i uns — - — — - = — — (14,311) (14,311)
Balance at December 31,2005, . ... ... .. 14,000,049 19,796 17482502 38,197 13,002,893 13 5,400 (1,032) (45,936} {41,555)
Exercise of stock options . . . . ... ... ... — — — -— 786,394 1 276 — — m
Szock-based compensation in connection with

stock options granted to non employees . . . — — - — - - 7 — — 7
Issuance of warrant to purchase Series C

convertible preferred stock. . . ... ... .. — — — — —_ - 439 — — 439
Exercise of warrant to purchase Series C '

convertible prefemed stock. . . . .. ... L. —_ — 50,000 86 - - — — — —
Issuance of Series D convertible preferred

stock, net of issuance costof §56. .. . . .. — — 99659 6462 - - — — — —
Stock-based compensation in connection with

stock oplions granted to employees. . . . . . —_ — - — - 871 — —_ 871
Reversal of deferred stuck-based compensation

upon employee ferminations. . . . .. ... . — — — — - - (18)- 18 — —
Amontization of deferred stock-based

: compensation expense . . . ... ... ..., - - — — - - — 324 — 324
Nethoss. .o oo v vt ii i aan —_ -— — — - = — —  (13,670) (13,670)
Balance at December 31,2006, . .. ... ... 14,000,049 19,736 18520098 44,745 13,789,287 14 6975 (69 (59.606) (53307
Exercise of stock options . . .. . ..... ... —_ e - - 1,001,461 1 629 -— — 630
Issuance of Serics D convenible preferred

stock, net of issuance costof $37. . . . ., . — — 527355 3412 - - — — — —
Cashless exercise of warrant to purchase .

Series C convenible preferred stock . . . . . — — 12,144 — _— - — — —_ -
Redemption of redeemable preferred stock . . . {14,000,049) (19,706} — — - = 19,782 — — 19,782
Conversion of Series C convertible preferred

SIOCK . v e e e s — — (17,545,246) (38,283}17,545,246 17 38,266 — — 38,283
Deemed dividend on Series D convenible :

preferred stock .. .. ... — - — 5980 - - (5.980) —_ — (5.5980)
Conversion of Sertes D convertible preferred

SIOCK . . e — —— (1,523,951} (15,854} 1,093,325 2 15,852 - — 15,854
Issuance of common stock in IPO (net of

issuance costof $7,384) . . .. .. ... ... —_ - — - 6,750,000 7 46,609 — — 46,616
Stock-based compensation in connection with

stock options granted to employees. . . . . . — — — — - - 1,641 -—_ — 1,641

Stock-based compensation in connection with
restricted stock units granted to

employees . . . ... ... .. ... ... ... — -- — —_ - - 267 - — 267
Stock-based compensation in connection with

restricted stock issued to employee . . . . . . — — — — 10,000 — 62 — — 62
Reversal of deferred stock-based compensation

upan employee lerminations, . . . ... ... — - - - - - (22) 22 — —
Amortization of deferred stock-based

COMPENSAloN CXPEMSe . . . . . . . .. ... . — — — — - - — 36 — 316
Release of shares of common stock upon

vesting of restricted stock units . . . ... ., _ — — - 11,040 — — - - -
Netineome. . .. ... .. ..., .. _ — — — - - — — 3.376 3376
Balance at December 31,2007, . . ... ..., —$ - —$ —41,10045% $41 5124081 $ (352) $(56,230)  $67.540

See accompanying notes to consolidated financial statements
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VERAZ NETWORKS, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows

Years Ended December 31,
2007 2006 2005
(In thousands)

Cash flows from operating activities:

Netincome (I088) . . o\ v i e et e e e $ 3376 $(13.,670) $(14,311)
Adjustments to reconcile net loss to net cash (used in) provided by operating activities:
Depreciation and amortization. .. . .. ... ... . i e e 3,691 3,401 2,041
Stock-based cCOmPENSAtion . .. ... ...ttt e e e 2,286 1,202 317
Provision for doubtful accounts. . . ... ... . i s 97 68) (44)
Amortization of debt iSSUANCE COSL . . . . vt i ittt ittt e e e 433 55 —_
Deferred inCOmE TAXES . . . v v v vttt vt e nr et e e e (502) — —
Net changes in operating assets and liabilities:
Accounts recetvable . . ... . L L e e e (36,050) (19,340) (6,574)
Sold accounts receivable . . . ... ... e 19,635 15,322 3,121
IVenOriES . . . e 4,698 (4,997) (4,447)
Prepaid expenses and other CUITERt @SSEIS . . .. .. vttt e e v ine e nanenannn (5,698) (136) 47
Due from refated parties . . . ... .. ... 766 1,327 1,083
Accounts payable . . .. ... L 3973 4,800 2,147
ACCrued EXPENSES. o v v et e e e 1,300 1,370 5,455
Incometax payable . ... ... . ... e 39) 258 —
Defermed TEVeMUE . . . o vttt et e et et e e e (13,174) 7373 9,412
Duectorelated partics . ... ... i e e e 2,464 (2,239) (785)
Net cash used in operating activittes. . . . ........ ... .. i (12,744) (5,342) (2,632)
Cash flows from investing activities:
Restricted cash . ., ... . ... . e e (110) 1,692 919)
Maturities and sales of short-term investments . .. ... .. .. ... ... urrnenn.. 4732 500 —
Purchases of short-term investments. . . ... ... ... ittt i i (10,086) —_ (500)
Purchases of property and equipment . . . .. ..o e it it i e (3,201) 4,173) (4,159)
L8 1115 g -7~ (O 55 {95) (14)
Net cash used In investing activilies . . . . . .. ..o ittt i it e e i aa ' (8,610) (2,076) (5,592)

Cash flows from financing activities:
Proceeds from sale of common stock in connection with the Company’s initial

publicoffering. . .. ... ... ... .. L 54,000 — -
Payment of underwriting discounts and other offering costs . .. ............... (5,921) (1,463) —
Proceeds from the exercise of stock options . .. ...... ... ... o i, 630 277 337
Proceeds from issuance of warrant to purchase Series C convertible preferred
SIOCK . . o e e — 223 =
Proceeds from exercise of warrant to purchase Series C convertible preferred stock. . - 86 —_
Proceeds from issuance of Series D convertible preferred stock. . ........... ... 3,449 6,518 —
Issuance cost for Series D convertible preferred stock .. ... .. ... ... . ..., (€¥))] (56) —_
Redemption of redeemable preferred stock . ... ... ... .. .. ... . L ... (14) —_ _
Proceeds from borrowings . . ... ... . ... .. i e — 19,585 —
Repayment of bormowings . . . .. v it it ettt e (1,710)  {15,000) —
Net cash provided by financing activities ... ... ... ... ... .. 50,397 10,170 337
Net increase (decrease) in cash and cash equivalents . .................... 29,043 2,752 (7,887
Cash and cash equivalents at beginning of year. . . . .. .. ... ... .. ... . ... 23,189 20,437 28,324
Cash and cash equivalents atend of year . . .. .. ... ... .. ... ... .. .. ... $52232  $23,180 § 20437
Supplemental disclosure of cash flow information:
Cash paid:
3 1 $ 376 $ 8713 3§ 4
INCOMIE LAXES. . . .t et e e e e e $ 944 3 0 3 16
Noncash financing activilies:
Deemed dividend on Series D convertible preferred stock. . . ... ... ... o L $ 5980 3% — 5 —
Warrant issved in connection with loan . ...... ... ... ... . i $ — $ 216 § —

See accompanying notes to consolidated financial statements
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VERAZ NETWORKS, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements

(1) The Company

Veraz Networks, Inc. (the Company)} was incorporated under the laws of the State of Delaware on October 18,
2001. The Company is a provider of voice infrastructure solutions to established and emerging wireline and wireless
service providers. Service providers use the products to transport, convert and manage voice traffic over both legacy
Time-Division Multiplexing (TDM) and Internet Protocol (IP) networks, while enabling voice over IP, or VoIP, and
other multimedia services. The Company’s ControlSwitch softswitch solution and I-Gate 4000 family of media
gateway products, enable service providers to deploy IP networks and efficiently migrate from their legacy circuit-
switched networks to IP networks.

In April 2007, the Company completed its Initial Public Offering (IPO) of common stock in which the
Company sold and issued 6,750,000 shares of the Company’s common stock at an issue price of $8.00 per share. In
addition, ECI Telecom Ltd. (ECI Telecom) sold 2,250,000 shares of its common stock in the Company in the
offering after which ECI Telecom’s ownership in the Company decreased to approximately 27%. The Company
raised a total of $54.0 million in gross proceeds from the 1PO, or $46.6 million in net proceeds after deducting
underwriting discounts and commissions of $3.8 million and other offering costs of $3.6 million. Upon the closing
of the IPO, all shares of Series C and Series D convertible preferred stock outstanding automatically converted into
19,538,571 shares of common stock, and all shares of redeemable preferred stock were redeemed for the par value
of $0.001 per share, or an aggregate of $14,000. The conversion of the Series D convertible preferred stock resulted
in a deemed dividend in the aggregate amount of approximately $6.0 million. The amount of deemed dividend
decreased the net income attributable to common stockholders in 2007.

(2) Summary of Significant Accounting Policies

The significant accounting policies of the Company are as follows:

(a) Principles of Consolidation

The consolidated financial statements include the accounts of Veraz Networks, Inc. and its wholly-owned
subsidiaries. All significant intercompany balances and transactions have been eliminated in consolidation.

(k) Use of Estimates

The preparation of consolidated financial statements and related disclosures in conformity with accounting
principles generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the consolidated financial statemenis and the reported amounts of revenue and expenses
during the reporting period. Significant items subject to such estimates and assumptions include account receivables
valuation, deferred tax asset valuation, revenue recognition, contingencies, and stock options valuation. Actual
results could differ materially from those estimates.

(c) Cash and Cash Egquivalents

The Company considers all highly liquid investments purchased with an original or remaining maturity of
three months or less at the date of purchase 1o be cash equivalents. Cash and cash equivalents are maintained with
several high credit quality financial institutions. Cash equivalents consist primarily of commercial paper and money
market investments and amounted to $29.7 million and $17.5 million ai December 31, 2007, and 2006, respectively.

(d) Restricted Cash

Restricted cash represents collateral securing guarantee arrangements with banks. The amounts expire upon
achievement of certain agreed objectives, typically customer acceptance of the product, completion of installation
and commissioning services or expiration of the term of the product warranty or maintenance period.
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(e) Investments

Al] debt and marketable equity securities are classified as available-for-sale. Available-for-sale securities are
carried at fair value with the vnrealized gains and losses, net of tax, reported in stockholders’ equity as a component
of accumulated other comprehensive income (loss). Unrealized losses considered to be other than temporary are
recogiized in earnings currently. Realized gains and losses on sales of available-for-sale securities are computed
based upon initial cost adjusted for any other-than-temporary declines in fair value. Gains or losses on securities
sold are based on the specific identification method.

(i Inventories

Inventories are stated at the lower of cost or market on a first-in, first-out basis. The Company periodically
reviews its inventories and reduces the carrying value to the estimated market value, if lower, based upon
assumptions about future demand and market conditions.

When the Company’s products have been shipped, but not yet installed or accepted, the revenue associated
with the product has been deferred as a result of not meeting the revenue recognition criteria for delivery (see
Note 2(h)}. During the period between product shipment and acceptance, the Company recognizes all labor-related
expenses as incurred but defers the cost of the related equipment in accordance with American Institute of Certified
Public Accountants (AICPA) Accounting Research Bulletin (ARB) No. 43, Restatement and Revision of Account-
ing Research Bulletins, Chapter 4: Inventory Pricing, and classifies the deferred costs as “Work in process at
customers’ locations” within the inventories line itemn (see Note 6). These deferred costs are then expensed in the
same period that the deferred revenue is recognized as revenue (generally upon customer acceptance). In
arrangements for which revenue recognition is limited to amounts due and payable, or of cash received, all
related inventory costs are expensed at the date of customer acceptance.

(g) Concentrations

Cash and cash equivalents are maintained with several financial institutions. Deposits held with banks may
exceed the amount of insurance provided on such deposits, Generally, these deposits may be redeemed upon
demand and therefore bear minimal risk.

The Company enters from time to time into certain forward foreign exchange contracts and certain derivative
arrangements where the counterparty is generalty a bank, The Company does not consider the risk of non-
performance by the counterparty to be significant.

The Company performs credit evaluations of its customers and, with the exception of certain financing
transactions, does not require collateral from its customers. However, when the Company uses integrators or
resellers affiliated with ECI Telecom, a related party, from: time to time, prior to fulfillment of the Company’s order
for a particular customer, ECI Telecom has requested that the Company obtain either a letter of credlt or accounts
receivable insurance to mitigate any collection risk (see Note 4).

Pursuant to the DCME Agreement with ECI Telecom, a related party, the Company derives a significant
portion of its revenues from sales of DCME products (19%, 39% and 55% of revenues during 2007, 2006 and 2003,
respectively) and related services (5%, 6% and 8% of revenues during 2007, 2006 and 2005, respectively). Through
2005, ECI Telecom also acted as the sole source supplier for the Company’s I-Gate line of media gateways (see
Note 4).

The Company receives certain of its components from other sole suppliers. Additionally, the Company relies
on a limited number of contract manufacturers to provide manufacturing services for its products. The inability of
any contract manufacturer, supplier or ECI Telecom to fulfill supply requirements of the Company could materially
impact future operating results. )
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The substantial majority of the manufacturing of the Company’s hardware preducts occurs in Israel. In
addition, a portion of the Company’s operations is located in Israel, which includes the Company’s entire media
gateway research and development team. The continued threat of terrorist activity or other acts of war or hostility
against Israel have created uncertainty throughout the Middle East. To the extent this results in a disruption of the
Company’s operations or delays of its manufacturing capabilities or shipments of its products, then the Company’s
business, operating results and financial condition could be adversely affected.

The following customers contributed 10% or more of the Company’s revenues for the years ended December 31,
2007, 2006 and 2005, respectively, or accounts receivable and due from related parties as of December 31, 2007 and
2006, respectively. The Company has not experienced credit issues with any of these customers.

Years Ended
December 31,
007 2006 2005
Revenues:
ECI Telecom and its subsidiaries . .. ... .o ittt i e i e e * * 21%
Belgacom . ... ... e * 2%  *
(@] 133 1 * 12% 10%
TeCNOSEIY .« . oo i e e e e * * 13%
December 31,
007 2006
Accounts Receivable and Due from Related Parties:
@ . T U * 16%

* Represents less than 10%

Activity related to allowance for doubtful accounts consisted of the following {in thousands):

Charges

Beginning (Reductions) to Ending
Balance Operations Write-Offs Balance
Accounts receivable allowances:
Year ended December 31,2007 .............. - $183 97 {129) $151
Year ended December 31,2006 .............. $586 (68) (335) $183

Year ended December 31,2005 .............. $647 “4) 17 %586

(h) Revenue Reéognition

DCME product revenues consists of revenues from the sale of the DCME hardware products. IP product
revenues consists of revenues from the sale of the 1-Gate family of media gateway hardware products, the
ControlSwitch family of softswitch modules, and the Secure Communications Software. Services revenue consists
of revenues from separately-priced maintenance and extended warranty contracts, post-contract customer support
{PCS), installation training and other professional services..

As discussed in Notes 2(g) and 4, the Company is the exclusive disiributor of DCME products under the
DCME Agreement with ECI Telecom, a related party. The Company has determined that revenues from sales of
DCME products should be reported on a gross basis after considering the indicators included in Emerging Issues
Task Force Issue No. 99-19, Reporting Revenue Gross as a Principal versus Net as an Agent (EITF Issue No. 99-19).
Specifically, the Company is the primary obligor, maintains the general inventory risk, and determines the product
specifications based on the customer’s order.
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Revenue from standalone sales of DCME products is recognized in accordance with SEC Staff Accounting
Bulletin No. 104, Revenue Recognition (SAB 104). When sales of DCME are bundled with installation services, the
hardware and services are accounted for as separate units of accounting as the deliverables meet the separation
criteria in EITF Issue No, 00-21, Revenue Arrangements with Multiple Deliverables. Revenue for each deliverable
is recognized in accordance with SAB 104.

All of the Company’s IP products may be sold in a bundled arrangement that includes PCS, installation,
training, and other professional services. The Company’s media gateway hardware, when sold in a bundled
arrangement, is referred to as a static trunking sotution, and when sold in a bundled arrangement that includes the
Company’s softswitch module software is referred to as a VoIP solution. When the Company’s Secure Commu-
nications Software is sold in a bundled arrangement with DCME hardware, it is referred to as a Secure
Communrications solution.

In sales of static trunking solutions, VoIP solutions or Secure Communications solutions, the software is
considered more than incidental to the arrangement and essential to the functionality of the hardware. Therefore, all
revenue from these arrangements is recognized in accordance with AICPA Statement of Position 97-2, Software
Revenue Recognition (SOP 97-2), as amended by SOP 98-9, Modification of SOP 97-2, Software Revenue
Recognition, with Respect to Certain Transactions.

In accordance with both SAB 104 and SOP 97-2, the Company recognizes revenue when all of the following
criteria are met: (1} persuasive evidence of an arrangement exists, (ii) delivery has occurred, (iii) the fee is fixed or
determinable, and (iv) collectibility is probable. The Company evaluates each of the four criteria as follows:

(i) Persuasive evidence of an arrangement exists

The Company’s customary practice is to have a written contract, which is signed by both the customer and
the Company. or a purchase order or other wriiten or electronic order documentation for those customers who
have previously negotiated a standard arrangement with the Company.

(ii) Delivery has occurred

For standalone sales of DCME products, revenue is recognized when title and risk of loss have passed to
the customer, which is typically at time of shipment. Revenue is recognized for installation services, if any, as
the services are performed. The Company sells its DCME products through its direct sales force and channel
partners. For DCME products sold through indirect channels, revenue is recognized either on a sell-in basis or
when the channel partner sells the product to the end user, depending on the Company’s experience with the
individual channel partner.

Prior to the third quarter of 2006, the Company did not have vendor-specific objective evidence (VSOE)
of fair value for professional services relating to IP products. Hence, for sales of static trunking solutions,
revenue was deferred until installation and training services were completed. However, as the Company had
VSQE for related PCS based on stated renewal rates, the Company recognized revenue using the residual
method upon completion of the services. Under the residual method, upon completion of the services, PCS
revenue equal to its VSOE was deferred and recognized ratably over the PCS term.

Sales of static trunking solutions typically do not require customer acceptance. Prior to the fourth quarter
of 2007, where evidence of customer acceptance was required before recognizing revenue for static trunking
solutions, the Company did not consider delivery of the hardware, software and services to have occurred until
evidence of acceptance was received from the customer. Beginning in the fourth quarter of 2007, the Company
commenced recognizing revenue allocated to the hardware and software in static trunking solutions upon
delivery of the hardware and software using the residual method and recognizes revenue altocated to the
installation services as the services are performed. In those circumstances the static trunking solution
arrangement requires specific non-standard terms or specifications, such as special customization of the
hardware and software, the Company defers revenue recognition until formal customer acceptance is received
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or it can be objectively demonstrated that those specifications have been attained, whichever occurs first. In the
fourth quarter of 2007, the Company recognized revenues of $1.3 million for sales of static trunking solutions
using the residual method prior to obtaining evidence of customer acceptance.

VolP solution arrangements typically require evidence of customer acceptance of the implementation of
the VolIP solution in the customer’s network, including the ability of the network to carry live data traffic. Asa
result, delivery of the software, hardware and services is not considered to have occurred until evidence of
acceptance is received from the customer. For most arrangements, the Company has established VSOE for the
related PCS based on stated renewal rates. Therefore, upon customer acceptance, the Company recognizes
revenue using the residual method. For arrangements in which the Company is unable to establish VSOE for its
PCS, the entire arrangement fee is deferred and recognized ratably over the PCS term after delivery and
acceptance of the software, hardware and services.

For sales of Secure Communications solutions, delivery of the DCME hardware and Secure Commu-
nications Software is considered to have occurred when title and risk of loss has passed to the customer, which
is typically at time of shipment. Installation services are generally not sold as part of a Secure Communications
solution and are not considered essential to the functionality of the hardware or software. For sales of Secure
Communication solutions that include installation but do not include PCS, the Company recognized revenue
upon completion of those instaliation services prior to the third quarter of 2006, as these services did not have
VSOE. Generally, sales of Secure Communication solutions do not include a stated renewal rate for PCS.
Under those arrangements the entite arrangement fee is deferred and recognized ratably over the PCS term,
which always exceeds the period over which the installation services are performed. In the event an
arrangement has a stated renewal rate for PCS, then the Company uses that rate as VSOE for the PCS.

Beginning in the third quarter of 2006, the Company established VSOE of fair value for IP services. The
Company limits its assessment of VSOE of fair value to the price charged when the same element is sold
separately. Accordingly, assuming all other revenue recognition criteria are met, revenue is recognized upon
delivery of the hardware and software using the residual method.

Revenue from sales of standalone training courses is recognized when the services are completed.
(ii1) The fee is fixed or determinable

The Company does not offer a right of return to its customers. Arrangement fees are generally due within
one year or less from the later of the date of delivery or acceptance. Some arrangements may have payment
termns extending beyond these customary payment terms and therefore the arrangement fees are considered not
to be fixed or determinable. For multiple element arrangements with payment terms that are considered not to
be fixed or determinable, revenue is recognized equal to the cumulative amount due and payable after
allocating a portion of the cumutative amount due and payable to any undelivered elements (generalty PCS)
based on VSOE, after delivery and acceptance of the software, hardware and services, and assuming all other
revenue recognition criteria are satisfied. As discussed in Note 2(f), “Inventories,” the Company defers the cost
of inventory when products have been shipped, but have not yet been installed or accepted, and expenses those
costs in full in the same period that the deferred revenue is recognized as revenue (generally upon customer
acceptance). In arrangements for which IP revenue recognition is limited to amounts due and payable, all
related inventory costs are expensed at the date of acceptance; this will initially result in lower or negative
product margins and cause higher margins in subsequent periods, as compared to similar arrangements with
customary payment terms.

(iv) Collectibility is probable

Collectibility is assessed on a customer-by-customer basis. The Company evaluates the financial
position, payment history, and ability to pay of new customers, and of existing customers that substantially
expand their commitments. If it is determined prior to revenue recognition that collectibility is not probable,
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recognition of the revenue is deferred and recognized upon recei;it of cash, assuming all other revenue
recognition criteria are satisfied. In arrangements for which IP revenue recognition is limited to amounts of
cash received, all related inventory costs are expensed at the date of acceptance; this will initially result in
lower or negative product margins and cause higher margins in subsequent periods, as compared (o similar
arrangements with customary payment terms.

Revenues include amounts billed to customers in sales transactions for shipping and handling. Shipping
and handling fees represent less than 1% of revenues in each of 2007, 2006 and 2005, respectively. Shipping
and handling costs are included in cost of revenues.

For purposes of classification in the consolidated statements of operations, revenue from sales of static
trunking solutions, VoIP solutions, and Secure Communications solutions is allocated between DCME
Products, IP Products and Services, as applicable, based on VSOE for any elements for which VSOE exists
or based on the relative stated invoice amount for elements for which VSOE does not exist.

(i) Deferred Revenue

Deferred revenue represents fixed or determinable amounts billed to or collected from customers for which the
related revenue has not been recognized because one or more of the revenue recognition criteria have not been met.
The current portion of deferred revenues represents deferred revenue that is expected to be recognized as revenue

within 12 months from the balance sheet date.

() Property and Equipment

Property and equipment are stated at cost less accumulated depreciation. Depreciation is computed using the
straight-line method over the estimated useful lives of the assets. Estimated useful lives used consist of three years
for furniture, computer equipment and related software and five years for production, engineering and othet
equipment, Depreciation of leasehold improvements is computed using the shorter of the remaining lease term or
five years. '

(k) Intangible Assets

In accordance with Statement of Financial Accounting Standards (SFAS) No. 142, Goedwill and Other
Intangible Assets, intangible assets considered to have finite useful lives are amortized to expense over their
respective useful lives. Acquired maintenance contracts and customer relationships are amortized on a straight-line
basis with estimated useful lives of three years, The amortization of maintenance contracts and customer
relationships s included in cost of revenues for DCME products and amounted to $60,000 in 2005. All intangible
assets were fully amortized as of December 31, 2005.

(). Impairment of Long-Lived Assets

Long-lived assets, such as property and equipment, and purchased intangible assets subject to amortization, are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset
may not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying
amount of an asset to estimated undiscounted future cash flows expected to be generated by the asset. If the carrying
amount of an asset exceeds its estimated future cash flows, an impairment charge is recognized by the amount by
which the carrying amount of the asset exceeds the fair value of the asset. Assets to be disposed of would be
separately presented in the balance sheet and reported at the lower of the carrying amount or fair value less costs to
sell, and are no longer depreciated. The assets and liabilities of a disposal group classified as held for sale would be
presented separately in the appropriate asset and liability sections of the balance sheet.
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(m) Advertising Costs

The Company expenses all advertising costs as incurred. The Company incurred $37,000, $231,000 and
$114,000 in adventising costs in 2007, 2006 and 2003, respectively.

(n) Capitalized Software Development Costs

Software development costs are included in research and development and are expensed as incurred. After
technological feasibility is established, material software development costs are capitalized until the product is
available for general release. The capitalized cost is then amortized on a straight-line basis over the estimated
product life, or on the ratio of current revenues to total projected product revenues, whichever is greater. To date, the
period between achieving technological feasibility, which the Company has defined as the establishment of a
working model which typically occurs when the quality assurance testing commences, and the general availability
of such software has been short and software development costs qualifying for capitalization have been insig-
nificant. Accordingly, the Company has not capitalized any software development costs.

(0) Research and Development

Research and development expenses include payroll, employee benefits, equipment depreciation, materials,
and other personnel-related costs associated with product development and are charged to expense as incurred.

(p) Government-Sponsored Research and Development

The Company records grants received from the Office of the Chief Scientist of the Israel Ministry of [ndustry
and Trade (OCS) as a reduction of research and development expenses on a monthly basis, based on the estimated
reimbursable cost incurred. Royalties payable to the OCS are classified as cost of revenues.

(q) Foreign Currency Translation

For foreign subsidiaries using the U.S. dollar as their functional currency, transactions and monetary balances
denominated in non-dollar currencies are remeasured into dollars using current exchange rates, Transaction gains or
losses are recorded in other income (expense}, net. For foreign subsidiaries using the local currency as their
functional currency, assets and liabilities are translated at exchange rates in effect at the balance sheet date and
income and expenses are translated at average exchange rates. The effect of these translation adjustments are
reported as a separate component of stockholders’ equity. :

(r) Foreign Currency Forward Contracts

The Company enters into forward foreign exchange contracts where the counlerparty is generally a bank. The
Company purchases forward foreign exchange contracts to mitigate the risk of changes in foreign exchange rates on
payroli expenses. Although the Company believes that these contracts are effective as hedges from an economic
perspective, they do not qualify for hedge accounting under SFAS No. 133, Accounting for Derivative Instruments
and Hedging Activities, as amended. Any derivative that is either not designated as a hedge, or is so designated but is
ineffective per SFAS No. 133, is recorded at fair value and changes in fair value are recognized in income
immediately. The Company did not have any forward contracts outstanding as of December 31, 2007 and 2006,
respectively. As of December 31, 2005 the Company had $5,400,000 in forward contract for the purchase of new
[sraeli shekels. As of December 31, 2005 the fair value of the forward contracts was $20,000.

(s) Income Taxes

The Company accounts for income taxes under SFAS No. 109, Accounting for Income Taxes (SFAS No. 109),
using an asset and liability approach, which requires the recognition of taxes payable or refundable for the current
year and deferred tax liabilities and assets for the future tax consequences of events that have been recognized in the
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Company’s financial statements or tax returns. The measurement of current and deferred tax liabilities and assets
are based on provisions of the enacted tax law. Valuation allowances are established when necessary 1o reduce
deferred tax assets to the amount expected to be more likely than not realized.

Income taxes payable are recorded whenever there is a difference between amounts reported by the Company
in its tax returns and the amounts the Company believes it would likely pay in the event of an examination by the
taxing authorities.

(t) Stock-Based Compensation

The Company has stock-based compensation plans, which are described in Note 14(b), Prior to January 1,
2006, the Company accounted for options granted to employees and directors using the intrinsic-value-based
method in accordance with Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to
Employees (APB Opinion No. 25), and Financial Accounting Standards Board (FASB) Interpretation No. 44,
Accounting for Certain Transactions Involving Stock Compensation, an Interpretation of APB Opinion No. 25
(FIN 44), and had adopted the disclosure only provisions of SFAS No. 123, Accounting for Stock-Based
Compensation (SFAS No. 123) and SFAS No. 148, Accounting for Stock-Based — Compensation Transition
and Disclosure (SFAS No. 148) using the minimum value method.

In accordance with APB Opinion No. 25, stock-based compensation expense, which is a non-cash charge,
resulted from stock option grants at exercise prices that, for financial reporting purposes, were determined to be
below the estimated fair value of the underiying common stock at date of grant.

In November 2005, in response to the adoption by the Internal Revenuve Service of Internal Revenue Code
Section 409A, the Company re-evaluated the estimated fair value of its common stock for financial reporting
purposes for the year ended December 31, 2005. To assist management in re-evaluating the estimated fair value of
the Company’s common stock, the Company engaged Valuation Research Corporation (VRC), an independent
valuation specialist, to perform retrospective and a contemporanecus valuations. Based upon the reports from VRC,
management determined that the fair value of the common stock underlying options to purchase 2,363,593 shares of
common stock granted during the period from lanuary through September 2005 exceeded the option exercise price.
The exercise prices on these options were modified and increased to the respective reassessed fair value at date of
grant.

As a result of reassessing the fair value of its common stock, the Company recorded in 2005 deferred stock-
based compensation of $1.3 million, related to options granted during the nine months ended September 30, 2005,
which is’being amortized over the vesting period of the applicable options on a straight-line basis. During 2007,
2006 and 2005, the Company amortized $316,000, $324,000, and $286,000 respectively, of deferred stock-based
compensation. During 2007 and 2006, the Company reversed $22,000 and $18,000, respectively, of deferred stock-
based compensation due to employee terminations. As of Decemnber 31, 2007, the total unamortized deferred stock-
based compensation amounted to $352,000 and is expected to be amortized as follows: $315,000 in 2008 and
$37.000 in 2009. '

For disclosure purposes under SFAS No. 123, the fair value of each employee and director option granted was
estimated on the date of grant using the minimum-value method with the following weighted average assumptions:

2005
Expected (eI in YEAIS . . .. ...t e 5
Risk-free interest rate. . . ... ... ... .. ... .. e s 391%
Volatility . . .ot e e e 0%

Dividend yield. . . . .. .. o e e —

The weighted average minimum value per share of options granted to employees for the years.ended
December 31, 2005 under the minimum-value method amounted to approximately $0.20.
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For pro forma disclosure purposes, the estimated minimum value of the options granted to employees is
amortized using the straight-line method over the vesting period, typically four years. The pro forma information
follows (in thousands, except per share data):

2005

Net 1085, a5 FEPOITEd . . . o . oo vt et it et et e e e $(14,311)
Add:
Employee stock-based compensation included in reported loss as determined under the

intrinsic-value method, net of related tax effects. . . ... ... ... ... .. .. ... .. ... .. 312
Deduct: ‘
Total employee stock-based compensation expense determined under minimum-value-

based methods, net of related tax effects . ... ... .. .. . . ... e (487)
Pro forma et 108S. . . ottt i e e e e e e e $(14,486)
Net loss per common share basic and diluted:
AS TEPOMEd . . L oottt e et e e e e $ (118
Pro fOIMa . . . .. e e e e $ (120

Effective January 1, 2006, the Company adopted the fair value recognition provisions of SFAS No. 123
(Revised 2004), Share-Based Payment, {(SFAS No. 123R), using the prospective transition method, which requires
the Company to apply the provisions of SFAS No. 123R only to new awards granted, and to awards modified,
repurchased or cancelled, after the effective date. Under this transition method, total employee stock-based
compensation ¢xpense recognized beginning January 1, 2006 is based on the following: (a) the grant-date fair value
of stock option awards granted or modified after January 1, 2006; and (b} the balance of deferred stock-based
compensation related to stock option awards granted prior to January 1, 2006, which was calculated using the
intrinsic value method as previously permitted under APB Opinion No. 25.

Under SFAS No. 123R, the Company estimated the fair value of stock options granted using the Black-Scholes
option-pricing model. This fair value is then amortized on a straight-line basis over the requisite service periods of
the awards, which is generally the vesting period. The expected term represents the period that stock-based awards
are expected to be outstanding, giving consideration to the contractual terms of the stock-based awards, vesting
schedules and expectations of future employee behavior as influenced by changes to the terms of the Company’s
stock-based awards. The expected term was determined in accordance with the “simplified method” as described in
SAB No. 107, Disclosure About Fair Value of Financial Instruments. The computation of expected volatility is
based on the historical and implied volatility of comparable companies from a representative peer group based on
industry and market capitalization data. As required by SFAS No. 123R, management made an estimate of expected
forfeitures and is recognizing compensation costs only for those equity awards expected to vest.

The following weighted average assumptions were used to value options granted during the years ended
December 31, 2007 and 2006, respectively:

: 2007 2006
Expected term in Years. . . . .. .ot ie eees 6.24 6.31
Risk-free Interest rate . . . .. . ..ottt i e e 4.66% 4.90%
Volatility .. ... 2% 78%
Dividend YiEld . . . ... oottt e R — —
Estimated fair value per share of underlying common stock. . .. ............... $8.34 $7.15
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The estimated fair value per share of underlying common stock, prior to the IPO of the common stock,
represented the Company’s best estimate at the time, based on input from the Company’s investment bankers and
independent valuations.

The weighted average fair value per share of options granted to employees for the years ended December 31,
2007 and 2006, was approximately $5.75 and $5.86, respectively.

In 2007, the Company granted 526,720 restricted stock units (RSUs) with a weighted average fair value per
share of $5.85. The amount of the RSUs expensed by the Company are based on the closing market price of the
Company’s common stock on the date of grant and are amortized on a straight-line basis over the requisite service
period.

In accordance with SFAS No. 123R, unamortized compensation expense on stock based awards after January 1,
2006 is not inctuded in deferred stock-based compensation. As of December 31, 2007, the balance of $7.4 million of
total unrecognized compensation cost, related to non-vested stock-based awards granted under SFAS No. 123R to
employees and directors, is expected to be recognized over a weighted average period of approximately 3.0 years. In
2007 and 2006, the compensation expense on these stock based awards amounted to $1,970,000 and $871,000,
respectively.

(u) Net Loss Allocable to Common Stockholders per Share

Net loss allocable to common stockholders per share is computed in accordance with SFAS No. 128, Earnings
per Share, by dividing the net loss allocable to common stockholders by the weighted average number of shares of
common stock outstanding. The Company has outstanding stock options, restricted stock units, warrants, and
convertible preferred stock, which have not been included in the calculation of diluted net loss allocable to common
stockholders per share because 10 do so would be anti-dilutive. As such, the numerator and the denominator used in
computing both basic and diluted net loss allocable to common stockholders per share for each period are the same.

The following table sets forth potential shares of common stock that, by application of the treasury stock
method and, for the convertible preferred stock, under the if-converted method, was not included in the diluted net
loss allocable to common stockholders per share calculations because to do so would be anti-dilutive:

Years Ended December 31,

2007 2006 2005
Stock OPHONS. . ..t i e e e e 5,252,427 5,883,400 4,394,423
Stock options granted outside of plans . ............... 57,082 56,141 51,107
Restricted stock units. . ........... . 0 i e 143,060 = —
Wartants . . ... .. e — 11,449 —
Series C convertible preferred stock . ................. — 17,532,502 17,482,502
Series D convertible preferred stock . . ........... N — 1,303,545 —

The Company follows EITF Issue No. 03-6, Participating Securities and the Two-Class Method under FASB
Statement 128 (EITF Issue No. 03-6), which establishes standards regarding the computation of earnings per share
(EPS) by companies that have issued securities other than common stock that contractually entitle the holder to
participate in dividends and earnings of the company. EITF Issue No. 03-6 reguires earnings available to common
shareholders for the period, after deduction of redeemable convertible preferred stock dividends, to be allocated
between the common and redeemable convertible preferred shareholders based on their respective rights to receive
dividends. Basic EPS is then calculated by dividing income allocable to common shareholders (including the
reduction for any undeclared, preferred stock dividends assuming current income for the period had been
distributed) by the weighted average number of shares outstanding, EITF Issue No. (3-6 does not require the
presentation of basic and diluted EPS for securities other than common stock; therefore, the following EPS amounts
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only pertain to the Company’s common stock. There was no impact in applying EITF Issue No. 03-6 on the basic
and diluted EPS, as to do so would have been anti-dilutive.

The Company calcuiates diluted EPS under the if-converted method unless the conversion of the convertible
preferred stock is anti-dilutive. The convertible preferred stock is not included in the calculation of basic or diluted
EPS as it is anti-dilutive for the years ended December 31, 2006 and 20035.

(v) Fair Value of Financial Instruments

The fair value of financial instruments represents the amount at which the instruments could be exchanged in a
current transaction between willing parties, other than in a forced sale or liquidation. Significant differences can
arise between the fair value and the carrying amounts of financial instruments that are recognized at historical
amounts.

The carrying amounts of the Company’s financial instruments, which include cash equivalents, short-term
investments, accounts receivable, accounts payable, and short and long-term liabilities, approximate their fair value
due to the nature, or short maturity, of these instruments.

(w) Comprehensive Income (Loss}

SFAS No. 130, Reporting Comprehensive Income, establishes standards for reporting and displaying com-
prehensive income (loss) and its components in a full set of general-purposes financial statements. There was no
significant difference between the Company’s net loss and its total comprehensive loss for the years ended
December 31, 2007, 2006, and 2005,

(x) Transfers of Financial Assets

SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
(SFAS No. 140), establishes a standard for determining when a transfer of financial assets should be accounted for
as a sale. The underlying conditions are met for the transfer of financial assets to qualify for accounting as a sale.
The transfers of financial assets are typically performed by the factoring of receivables to two financial institutions,

(y) Recent Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial
Statements, which will become effective in 2009, SFAS No. 160 will require noncontrolling interests (previously
referred to as minority interests) to be treated as a separate component of equity, not as a liability or other item
outside of permanent equity. The provisions of SFAS No. 160 will be applied prospectively and is not expected to
have a material effect on the Company’s consolidated financial statements.-

In December 2007, the FASB issued SFAS No. 141 (Revised 2007), Business Combinations. SFAS No. 141(R)
will significantly change the accounting for business combinations. Under SFAS No. 141(R), an acquiring entity
will be required to recognize all the assets acquired and liabilities assumed in a transaction at the acquisition-date
fair value with limited exceptions. SFAS No. 141(R) also includes a substantial number of new disclosure
requirements. SFAS No. 141(R) must be applied prospectively to business combinations for which the acquisition
date is on or after January 1, 2009. The impact of adopting SFAS No. 141(R) will be dependent on the future
business combinations that the Company may pursue after its effective date.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities, Including an Amendment of FASB Statement No. 115, which will become effective in 2008,
SFAS No. 159 permits entities to measure eligible financial assets, financial liabilities and firm commitments
at fair value, on an instrument-by-instrument basis, that are otherwise not permitted to be accounted for at fair value
under other generally accepted accounting principles. The fair value measurement election is irrevocable and
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subsequent changes in fair value must be recorded in earnings. The Company will adopt this Statement in fiscal year
2008 and is currently evaluating if it will elect the fair value option for any of its eligible financial instruments and
other items.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 defines fair
value, establishes a framework for measuring fair value, and expands the required disclosure for fair value
measurements; however, it does not require any new fair value measurements. The provisions of SFAS No. 157 is
effective for the Company beginning with its 2008 fiscal year, at which time it will be applied prospectively. In
February 2008, the FASB agreed to partially defer the effective date of SFAS No. 157 for one year, for non-financial
assets and liabilities, except those that are recognized or disclosed at fair value in the consolidated financial
statements on a recurring basis. The provisions of SFAS No. 157 are not expected to have a material effect on the
Company’s consolidated financial statements,

(z) Reclassifications

Certain balances in the 2006 financial statements, resulting from transactions with related pa'i'tics that were
previously disclosed at gross amounts, have been reclassified to refléct that thcre is aright of off-set with the related
party. This presentation conforms to the 2007 presentatlon '

(3) Revision to previously reported amounts

In connection with the preparation of its Quax‘ferly Report on Form 10-Q for the quaner'ended March 31,2007,
the Company determined that it had incorrectly expensed $247,000 of DCME products in cost of revenues in the
third quarter of 2006. This amount should have been capitalized in inventories.

In accordance with Staff Accounting Bulletin (SAB) No. 108, Considering the Effects of Prior Year
Misstatements when Quantifving Misstatements in Current Year Financial Statements, management evaluated
the materiality of the error from qualitative and quantitative perspectives, and evaluated the quantified error under
both the iron curtain and the roll-over methods. Management concluded that the error was immaterial to the prior
year financial statements, but that its correction in 2007 would be material. The consolidated balance sheet as of
December 31, 2006 has been revised to reflect the capitalization of $247,000 in inventories with a corresponding
reduction in accumulated deficit to correct the error.

The following table summarizes the effects of the revision (in thousands, except per share data):
Year Ended
December 31, 2006

Previously
Reported As Revised -

Balance Sheet: _ ) ,
Inventories. . . ... ... e e e e e $1395 § 14,203

Stockholders deficit . . . ...... ... .. .. . $(53,554)  $(53,307)
Statement of Operations: , .
Loss from operations ... ..........0 . . ... .t $(14,160) $(13,913)
Nt LO8S . s vt e e et e e e $(13,917)  $(13,670)
Net loss allocable to common stockholders per share — basic and '
diluted ... ...... N $ 104 $ (1.02)

In connection with the preparation of its Annual Report on Form 10-K for the year ended December 31, 2007,
the Company made certain immaterial corrections to the consolidated balance sheet as of December 31, 2006, and
the consolidated statement of cash flows for the year then ended, to reflect amounts previously reported in accounts
payable and accrued expenses of $607,000 and $836,000, respectively, as amounts due to related parties. The
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correction had no impact on the amounts reported in the consolidated statement of operations or on the amount
reported as net cash used in operating activities.

(4) Related Party Transactions

As a result of the acquisition of Veraz Networks Ltd. and Veraz Networks International in December 2002, at
December 31, 2007 ECI Telecom held approximately 27% of the Company’s outstanding common stock (23%
assuming full dilution). Additionally, one ECI Telecom employee serves as a member of the Company’s board of
directors as of December 31, 2007.

The Cémpany is the exclusive worldwide distributor of a line of voice compression telecommunications
products, or Digital Circuit Multiplication Equipment {DCME), for ECI Telecom under the DCME Master
Manufacturing and Distribution Agreement (DCME Agreement), which was executed in December 2002, and
certain agreements relating to third party intellectual property and quality assurance and quality control services.
Under the DCME Agreement, ECI Telecom manufactures or subcontracts the manufacture of all DCME equipment
sold by the Company and also provides certain supply, service and warranty repairs. The DCME Agreement is
automatically renewed for successive one-year periods unless earlier terminated and was renewed for the period
ending December 31, 2007. The DCME Agreement may only be terminated by ECI Telecom in the event the
Company projects DCME revenues of less than $1.0 million in a calendar year, the Company breaches a material
provision of the agreement and fails to cure such breach within 30 days, or the Company becomes insolvent.

The Company pays ECI Telecom a purchase price for the DCME product that is computed as a percentage of
revenue. The purchase price remained unchanged in 2007 and 2006. In 2007, the Company recorded a favorable
adjustment to royalty costs on its DCME product revenues in the amount of $0.6 million. From time to time, prior to
fulfillment of the Company’s order for a particular customer, ECI Telecom has requested that the Company obtain
either a letter of credit or accounts receivable insurance to mitigate any collection risk. Amounts recorded under this
arrangement are included in DCME Products, costs of revenue in the consolidated statements of operations.

The DCME Agreement also provided for the Company to function as ECI Telecom’s collection agent for
certain specified DCME related receivables that were outstanding as of September 30, 2002. The Company received
a collection fee of 10% or 20% of the receivable collected. Collection fees earned in the years ended December 31,
2007, 2006 and 2005 are included in other income in the consolidated statements of operations.

Through 2005, ECI Telecom alse acted as the sole source supplier for the Company’s [-Gate line of media
gateways, as governed under the VoIP Master Manufacturing and Distribution Agreement (the VoIP Agreement),
which was executed in December 2002 and was effective through December 31, 2005."Under the VoIP Agreement,
ECI Telecom was responsible for the manufacture of products pursuant te purchase orders placed by the Company.
The price for each product was calculated in accordance with a pricing model that established a fixed profit
percentage for ECI Telecom. In addition to the inventory purchased, as of December 31, 2006 the Company had
open purchase commitments with ECI Telecom totaling approximately $0.1 million. Costs of these products are
included in IP Products, cost of revenues in the consolidated statements of operations.

At the end of 2005, the Company gave notice to ECI Telecom that it would not renew the VoIP Agreement.
Beginning in 2006, the Company purchases raw material and components to its [-Gate line of media gateways,
under binding purchase orders for each product covered by a product forecast, from an unrelated third party.

The Company has historically also contracted with ECI Telecom for the use of certain of its Asian and
European subsidiaries for selling and support activities, including for the use of office space and certain employee
related expenses. The Company records revenue related to sales to the subsidiaries either on a sell-in basis or when a
binding sales agreement with an end-user has been made, depending on the Company’s experience with the
individual integrator or reseller. Revenues generated from sales under these arrangements are included in DCME
Product, and 1P Product, revenues, in the consolidated.statements of operations, depending on the nature of the
products sold. The Company also reimburses these subsidiaries for certain operating expenses, such as local sales

58




VERAZ NETWORKS, INC. AND SUBSIDIARIES

Notes to Copsolidated Financial Statements — (Continued)

and marketing support. The Company has also contracted with ECI Telecom and certain of its Asian and European
subsidiaries for local support, technology and administrative services. The Company allocates such expenses
between research and development, sales and marketing, and general and administrative, in the consolidated
statements of operations

The Company has appointed ECI Telecom as an agent for selling IP and DCME products and services in
Russia and other countries from the former Soviet Union. The Company compensates ECI Telecom for agent
services in Russia by paying a commission based on sales. Further, the Company has appointed ECI 2005, an
affiliate of ECI Telecom, as a partner to provide services directly to customers in Russia. The Company’s Russian
customers may purchase installation, training and maintenance services from ECI 2005. To the extent ECI 2005
needs assistance in providing installation, training and maintenance services to its customers in Russia, ECI
2005 may purchase these services from the Company. The Company also reimburse ECI 2005 for the costs
associated with the services activity. One employee of ECI Telecom serves on the Company’s Russian advisory
committee.

On Augusi 31, 2004, the Company entered into a sublease agreement with ECI Telecom that commenced on
October 1, 2004 for office space of 4,279 square feet located in Florida, which was amended on Janvary 31, 2006 to
include an additional 652 square feet. The sublease of ECI Telecom will expire on March 31, 2008 and the Company
expects to enter a new sublease agreement with ECI Telecom for a different location. The monthly rent for the
sublease in 2007, 2006 and 2005 amounted to approximately $11,000, $10,000, and $9,000, respectively. ECI
Telecom rent is included in general and administrative expense, in the consolidated statements of operations.

On October 1, 2003, the Company entered into a Contractor Agreement with Persistent Systems Pvt. Lid.
(Persistent). Under the Contractor Agreement, Persistent provided independent contract research and development
employees located at Persistent’s facility in Pune, India. At the end of the initial two-year period of the Contractor
Agreement, the Company exercised its option under the contract to convert some of the Persistent employees
performing services under the Contractor Agreement into full-time Veraz employees. In May of 2006, the Company
entered into an addendum to the Contractor Agreement formalizing the transfer arrangements of certain employees
of Persistent during the period ending in December 2006. In November of 2005, Promod Haque, the Company’s
Chairman, joined the board of directors of Persistent when Norwest Venture Partners, with whom Mr. Haque is
affiliated, made an equity investment in Persistent that resulted in Norwest Venture Partners owning greater than
10% of Persistent’s outstanding capital stock. During the years ended December 31, 2007 and 2006 and during the
months of November and December 2005, the Company incurred related party research and development expenses
to Persistent under the Contractor Agreement of $1.9 million, $3.8 million and $0.6 million, respectively. As of
December 31, 2007 and 2006, the Company had relaied party payables to Persistent in the amount of approximately
$360,000 and $417,000 respectively.

In December 2005, one of the significant stockholders of the Company purchased 200,000 shares of common
stock from an employee of the Company at a price per share that approximated the then current fair value, for total
proceeds of $324,000.

In June 2006, the Company entered into a memorandum of understanding with ECI Telecom regarding the
payment allocation of certain fees, costs, potential settlement amounts and other payments relating to a complaint
filed against ECI Telecom, Inc., by a former employee who in the past had performed services for both the Company
and ECI Telecom. Pursuant to this agreement, the Company agreed to pay 75% of such expenses and ECI Telecom
agreed to pay 25% of such expenses. In May 2007, the complaint was scttled by the parties and settlement costs
were allocated based on the agreement.

(5) Short-Term Investments

Short-term investments held by the Company are debt securities classified as available-for-sale. The Company
invests in publicly traded, highly liquid securities of entities with credit ratings of A, or better, Unrealized gains and
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losses, net of related income taxes, for available-for-sale securities are included as a separate .component of

stockholders’ equity. The following is a summary of available-for-sale securities as of December 31, 2007
(in thousands): ‘

Amortized Fair Unrealized
Cost Value Gain (Loss)
Bonds, notes and other securities United States government
and @gENCIes . .. ... ... $3,093 $3,003 $—
Comporate bonds . . ... .. oo i e 1,489 1,489 —
Commercial paper. .. .. ... ... . i 772 772 —
$5,354 © $5,354 $—

(6) Balance Sheet Components

The following tables provide details of selected balance sheet items as of December 31, 2007 and 2006
{in thousands):

December 31,

2007 2006
Inventories:
Finished products . ... .. .. ... .. ... .. e $2,760 $ 1,413
Work in process at customers locations ... ... ... ... 3,084 8,056
Raw material and components . . . ... it it e e e 3,661 4,734

$9,505  $14,203

December 31,

2007 2006
Property and equipment, net:

Computer equipment and software. . .. ... ... ... ... ... .. ... $12,251 $10306
Production, engineering and other equipment. . . . ........ ... ... .... 10,308 9,351
Furniture and fixtures . . . ... e e 467 378
Leasehold improvements. . ....... ... ... ... ... . . 446 407
Vehicles . .. .. ... e 50 50

23,522 20,492
Accumulated depreciation . . ... ... ... ... {16,802)  (13,369)

5 6720 $ 7.123

Depreciation expense in 2007, 2006 and 2005 was $3.7 miltion, $3.4 million and $2.0 million, respectively.

December 31,
2007 2006
Accrued expenses:
Accrued compensation and benefits . .. ... ... . o L $ 7665 § 8434
Accrued agent COMMHSSIONS, . . .. ..o vttt e i i 3,431 2919
Other accrued eXPenses . . . . .ottt i e e 5,887 4,330

516,983  $15,683
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(7) Factoring

In 2007, 2006 and 2005, the Company sold trade receivables to financial institutions in a total amount of
$19.6 million, $15.3 million, and $3.1 million, respectively. Control and risk of those trade receivables were fully
transferred and accounted for as a sale in accordance with SFAS No. 140.

The agreements, pursuant to which the Company sells its trade receivables, are structured such that the
Company (i) transfers the proprietary rights in the receivable from the Company to the financial institution;
(ii) legally isolates the receivable from the Company’s other assets, and presumptively puts the receivable beyond
the lawful reach of the Company and its creditors, even in bankruptcy or other receivership; (iii) confers on the
financial institution the right to pledge or exchange the receivable; and (vi) eliminates the Company’s effective
conirol over the receivable, in the sense that the Company is not entitled and shall not be obligated to repurchase the
receivable other than in case of failure by the Company to fulfill its commercial obligation.

(8) Loan

In March 2006, the Company secured a loan with Bank Leumi le-Isracl B.M. in the amount of $15.0 million,
The loan bears interest at LIBOR plus 2.35%, (7.72% as of September 30, 2006) until the date of an PO, and at
LIBOR plus 1.4% following an [PO. The loan was granted for a period of three years with the principal due in nine
equal consecutive quarterly installments commencing on April 1, 2007. The Company repaid the loan in full on
December 28, 2006 without penalty.

On December 7, 2006, the Company secured a loan with a financial institution in the face amount of
$5.0 million. The loan bears stated interest of 9.78% and is granted for a period of two years with the principal due in
seventeen monthly installments commencing on July 1, 2007. During the period December 2006 through June
2007, the Company made monthly interest payments on the loan. The loan is secured by certain assets, principally
equipment, of the Company. The loan agreement required the Company to pay the financial institution a loan
commitment fee of $340,000 and prepay interest of $75,000 for the period from the funding date through January 31,
2007. In addition, in connection with this transaction the Company sold a warrant to purchase 50,000 shares of
Series C convertible preferred stock to the financial institution for $223,000. At the date of issuance the fair value of
the warrant was estimated to be $439,000 (see Note 14(a)). The warrant was exercised in December 2006. The
Company computed interest on the loan using the interest method. Based on the allocation of the net proceeds,
between the loan and the warrant, the loan has an effective interest rate of approximately 19%. The loan does not
contain financial covenants.

As of December 31, 2007 the future principal payments due in 2008 under the loan arrangement amounts o
$3,287,000.

1

The Company accounts forthe imputed discount on the loan using the interest method in accordance with APB
Opinion No, 21, Interest on Receivables and Payables with the difference between the present value and the face
value treated as a discount and amortized as interest expense over the term of the loan.

As of December 31, 2007, the fair value of the loan amounted to approximately $3.3 million and the
unamortized discount amounted to $170,000.

(9 Commitments and Contingencies
(a) Leases

The Company leases its facilities and certain vehicles under non-cancelable operating leases expiring on
various dates through 2011. The following is a schedule by years of future minimum rental payments required under
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operating leases that have initial or remaining non-cancelable lease terms in excess of one year as of December 31,
2007 (in thousands):

Year ended December 31,2008 ............. .............. I 1,756
Year ended December 31, 2009 . . . e e 1,196
Year ended December 31, 2010 1.0 oot e e e e 1,033
Year ended December 31,2011 .......... e e e e e 557
Total ... ..o e e e, $4,542

Amounts include the sublease obli gation with ECI Telecom, a related party (see Note 4). Rent expense for all
leases for the years ended December 31, 2007, 2006 and 2005 was approximately $2.9-million, $2.6 million and
$1.9 million, respectively.

(b) Office of the Chief Scientist Grants

Veraz Networks Ltd’s research and development efforts, including efforts prior to its acquisition by the
Company on December 31, 2002, have been partially financed through grants from the OCS. In return for the OCS’s
participation, Veraz Networks Ltd. is committed to pay royalties to the Israeli Government at the rate of
approximately 3.5% of sales of products in which the Israeli Government has participated in financing the
research and development, up to the amounts granted plus interest. The grants received bear annual interest at
LIBOR as of the date of approval. The grants are presented in the consolidated statements of operations as an offset
to related research and development expenses. Repayment of the grants is not required in the event that there are no
sales of products developed within the framework of such funded programs. However, under certain limited
circumstances, the OCS may withdraw its approval of a research program or amend the terms of its approval. Upon
withdrawal of approval, the grant recipient may be required to refund the grant, in whole or in part, with or without
interest, as the OCS determines. Royalties payable to the OCS are recorded as they become due and are classified as
cost of revenues. Royalty expenses relating to OCS grants included in cost of IP product revenues for the years
ended December 31, 2007, 2006, and 2005, amounted to $2.0 million, $1.2 million, and $0.6 million, respectively.
As of December 31, 2007, and 2006, the royalty payable amounted to $1.3 million and $1.0 million, respectively.
The maximum amount of the contingent liability related to royaltics payable to the Israeli Government was
approximately $15.4 million as of December 31, 2007,

(¢c) Indemnification Obi’igatians

The Company enters into agreements in the ordinary course of business with, among others, customers,
systems integrators, resellers, service providers, lessors, sub-contractor, sales representatives and parties to other
transactions with the Company, with respect to certain matters. Most of these agreements require the Company to
indemnify the other party against third party claims alleging that its product infringes a patent or copyright. Certain
of these agreements require the Company to indemnify the other party against losses arising from: a breach of
representations or covenants, claims relating to property damage, personal injury or acts or omissions of the
Company, its employees, agents or representatives. In addition, from time to time the Company has made certain
guarantees regarding the performance of its products to its customers.

The Company has procurement or license agreements with respect to technology that is used in the Company’'s
products. Under certain of these agreements, the Company has agreed to indemnify the supplier for certain claims
that may be brought against such party with respect to Company’s acts or omissions relating to the supplied products
or technologies or claims alleging that the vendor’s product in combination with Company’s product infringes a
patent or copyright.

The duration and scope of these indemnities, commitments and guarantees varies, and in certain cases, is
indefinite.
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(d) Guarantees

From time to time, customers require the Company to issue bank guarantees for stated monetary amounts that
expire upon achievement of certain agreed objectives, typically customer acceptance of the product, completion of
installation and commissioning services or expiration of the term of the product warranty or maintenance period.
Restricted cash represents the collateral securing these guarantee arrangements with banks, At December 31, 2007,
and 2006 the maximum potential amount of future payments Veraz Networks Ltd. could be required to make under
the guarantees, amounted to $482,000, and $732,000, respectively. At December 31, 2007, and 2006 the maximum
potential amount of future payments Veraz Networks SARL in France could be required to make under the
guarantees, amounted to $105,000, and $0, respectively. The guarantee term generally varies from six months to
two years. The guarantees are usually provided for approximately 10% of the contract value,

At December 31, 2007 and 2006, the Company had $205,000 and $192,000, respectively, invested in a bank
guarantee as a security for the Company’s office lease in Israel.

(¢} Purchase Commitments

The Company purchases raw material and components for its I-Gate line of media gateways, under binding
purchase orders for each product covered by a product forecasts. In addition to the inventory purchased, as of
December 31, 2007 and 2006, the Company had open purchase commitments totaling $3.7 million and $3.3 million,
respectively. The amount as of December 31, 2006 include purchase commitments with ECI Telecom, a related
party (see Note 4).

(f} Litigation

Frem time 1o time, the Company is engaged in various legal pfoceedings incidental to its normal business
activity. Although the results of litigation and claims cannot be predicted with certainty, the Company believes the
final outcome of such matters will not have a material adverse effect onits financial position, results of operations or
cash flows. ' '

(10) Employee Benefit Plans

The Company has a 401(k) plan covering all eligible employees. The Company is not required to contribute to
the plan and has made no contributions through December 31, 2007,

Israeli law generally requires payment of severance pay upon dismissa) of an employee or upon termination of
employments in certain other circumstances. The Company’s liability for severance payments are not reflected in
the financial statements as the risks have been irrevocably transferred via payments made to funds in the name of the
employee.

(11) Income Taxes

The components of the Company’s income before income taxes for the years ended December 31, 2007, 2006
and 2005 were as follows (in thousands): ’

Years Ended December 31,

2007 2006 2005
United States. . . ... i 5(5,719)  $(19,889) $(15,738)
Foreign . . ... . 9,654 6,623 . 1,462
Income (loss) before income taxes . ....................... $3935 $(13,266) $(14,276)
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The Company’s provisions for income taxes for the years ended December 31, 2007, 2006 and 2005 were as
follows (in thousands):

Years Ended December 31,
2007 2006 2005

Current:
Federal ....................... e e e e e $ — $—
| = 5 11 22
Foreign ... ... i 1,062 393 13
TOtal CUITENE .+ .ot et ee e et e s et e e e e e e e e 1,057 404 35
Deferred:
Federal .. ...... .. . . i i i et e — —_— —
Stale . . . e e e e e — — —
Foreign . ... ... e (498) — =
Total Deferred . . ... ... . ... ... e (498) -
Provision for income taxes. . ............ ... ... ... s $ 559 404 335

|
|
u

The differences between income taxes computed by applying the statutory federal income tax rate of 34% to
income (loss) before taxes and the amounts reported in the consolidated statements of operations are summarized as
follows (in thousands):

Years Ended December 31,

2007 2006 2005
Federal tax expense (benefit) computed at statutory rate . . .. ...... $ 1338  $(4,594) $(4,854)
SlalE LKL, - . .. e ' 3 7 14
Domestic net operating losses not benefited . .. . ............... 1,747 6,359 5216 °
Foreign rate differential . . . ... ... ... .. o o oo 2,730)  (1,859) (484)
Stock option deduction ,............... A (462) — . —
Non-deductible stock optionexpense ... ..................... 602 409 58
Permanent differences . .. ....... ... . .. e e 61 82 85
Total INCOE LAXES . . .. ..ttt e it is s eenae s sannseennan § 559 § 404 § 35

~ Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of
assets and liabilities for financial reporting purposes and the amounts used for income tax purposes. Significant
components of the Company’s deferred tax assets as of December 31, 2007 and 2006 are as follows (in thousands):

December 31,

2007 2006
Deferred tax assets:
Net operating loss carryforwards. . . .. ... ... $21450 $ 21,195
Research and development credits. . ... ....... ... ... ... ... . ... .. .. 5,206 4,176
AcCruals and reSeIVES . . ... i i e e e e 2,015 1,066
Depreciation and amortization. . .. ........ .ttt 432 395
3 1 498 157

29,601 26,989
Valuation allowance ... ... o v vt ettt e e e e (29,103) (26,989)

Net deferred tax asSe08 . . o v oottt et e et e et $ 498 % —




VERAZ NETWORKS, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements — (Continued)

The net change in the valuation allowance was an increase of approximately $2.1 million, $5.2 million, and
$6.5 million for the years ended December 31, 2007, 2006 and 2005, respectively. As of December 31, 2007,
recognized $498,000 in deferred tax assets attributable to its subsidiary in Israel. As of December 31, 2007, the
current portion of the net deferred tax assets amounted to $410,000.

At December 31, 2007, the Company had federal and state net operating loss carryforwards of approximately
$61.9 million and $17.3 million, respectively. These federal and state net operating loss carryforwards expire in
varying amounts from 2021 to 2027, and 2013 to 2017, respectively. At December 31, 2007, the Company had
federal research credits of approximately $3.0 million, which expire in varying amounts from 2022 to 2027, and
state research credits of approximately $3.3 million, which have no expiration date.

Utilization of the Company’s net operating loss carryforwards and tax credits may be subject to substantial
annual limitation due to the ownership change limitations provided by the Internal Revenue Code and similar state
provisions. Such an annual limitation could result in the expiration of the net operating loss before utilization. The
Company has not determined whether an ownership change has occurred.

In 2003, the Company’s subsidiary in Israel received approval as an “Approved Enterprise” and became
eligible for tax benefits under Israel’s Law for the Encouragement of Capital Investments, 1959 (the Law). Subject
to compliance with applicable requirements, the portion of the Israeli subsidiary’s undistributed income derived
from its Approved Enterprise program will be exempt from corporate tax for a period of two years. In addition, the
subsidiary in Israel will enjoy a reduced tax rate of 15% commencing in the first year in which it generates taxable
income. The period of tax benefits is subject to limits of the earlier of 12 years from the commencement of
production, or 14 years from receiving the approval. Dividend distributions originating from the income of the
approved enterprise will be subject to tax at the rate of 15%, provided that the dividend is distributed during the
period stipulated under Israeli Law. In the event of a dividend distribution (including withdrawals and charges that
are deemed to be dividends) out of the income originatirig from the approved enterprise, and on which the company
received a tax exemption, the distribution is subject to corporate taxes at rates varying from 10% to 25% depending
on the percentage of foreign investment holding in the company, as defined by the Law.

In 2007 and 2006, the Company recorded a provision of income taxes of $559,000 and $404,000, respectively.
The tax provision was attributable to the Company’s profitable foreign operations, primarily Israel, for income
generated on sales of products not covered under the Approved Enterprise.status in Israel. In 2007, an Israeli court
decision and related interpretations changed the application of net loss carry forwards, which resulted in a reduction
of income tax expense of $250,000 as the Company belleves lhat it is more likely than not that this treatment will be
accepted by the Israeli tax authorities.

The difference between the U.S. federal statutory tax rate of 35% and the Company’s effective tax rate is
primarily due to income earned in lower tax rate jurisdictions, for which no U.S. income tax has been provided, as
the Company intends to permanently reinvest these earnings outside of the U.S.

Effective January 1, 2007, the Company adopted the provisions of FASB Interpretation (FIN) No. 48,
Accounting for Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109. FIN 48 contains a
two-step approach to recognizing and measuring uncertain tax positions accounted for in accordance with
SFAS No. 109. The first step is to evaluate the tax position for recognition by determining if the weight of
available evidence indicates it is more likely than not that the position will be sustained on audit, including
resolution of related appeals or litigation processes, if any. The second step is to measure the tax benefit as the
largest amount which is more than 50% likely of being realized upon ultimate settlement. The Company considers

- many factors when evaluating and estimating our tax positions and tax benefits, which may require periodic

adjustments and which may not accurately anticipate actual cutcomes. As of December 31, 2007, the Company had
no unrecognized tax benefits. The adoption of FIN 48 did not have a material impact on the Company’s financial
position or results of operations.

65




VERAZ NETWORKS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements — (Continued)

The Company classifies interest and penalties related to tax contingencies as other expenses. As of December 31,
2007, the Company had not accrued for any interest or penalties related to tax contingencies.

The Company files U.S. federal income tax returns as well as income tax returns in various states and foreign
jurisdictions. The Company may be subject to examination by the Internal Revenue Service (“IRS™) for calendar
years from its inception in 2001 through 2006. Additionally, any net operating losses that were generated in those
years may also be subject to examination by the IRS, in the tax year the net operating loss is utilized. In addition, the
Company may be subject to examination in the following foreign jurisdictions for the years specified: Brazil for
2006, France for 2006, India for 2005 through 2006, Israel for 2003 through 2006, Smgapore for 2005 through 2006,
and the United Kingdom for 2005 through 2006,

(12) Reverse Stock Split

On March 27, 2007, the Company effected a two-for-one (2 1) reverse split of its common stock, Series C
convertible preferred stock and Series D convertible preferred stock. All references to shares in the consolidated
financial statements and the accompanying notes, including but not limited to the number of shares and per share
amounts, unless otherwise noted, have been adjusted to reflect the reverse stock split retroactively. Previously
awarded options and warrants to purchase shares of the Company’s common stock and Series C convertible
preferred stock have been also retroactively adjusted to reflect the reverse stock split. |

(13) Preferred Stock

The following table prov1des details of each designated series of preferred stock outstanding as of December 31,
2006 (in thousands, except sha:e and per share amounts):

) Shares Liquidation Aggregate Aggregate
Shares - Issued and : Preference Liguidation = Redemption
~+ - Authorized Outstanding Amount per Share Preference Value
Redeemable preferred ‘stock: S
Series A-1 ....... . 5,000,048 5,000,048 $15871 & - 1.60 © $ 8,000 $5
Series A-2 ............ . 1 ) 1 1,346 §£1,000,000 1,000 —
Series B-1 ........... - 9,000,000 9,000,000 2,576 § 1.50 13,500 9
Subtotal ............ 14,000,040 14,000,049 $19,796 $22,500 © - %14
Convertible preferred stock: - N o C -
 SeriesC.............. 36,000,000 17,532,502 $38,283 $ 3432  $60,172 = $—
Series D.............. 5,000,000 996,596 - 6462 § 6.54 6,518 ° =
Subtotal .. .......... 41,000,000 ° 18,529,098  $44,745 $66,690 $—
Total redeemable and ‘
convertible preferred
stock: . ... ...t 55,000,049 32,529,147  $64.541 . $89,190 $14

In' January 2007, the Company completed the second closing of its Series D convertible preferred stock
financing whereby it raised $3,449,000 in cash proceeds from the issuance of an additional 527, 355 shares of
Series D convertible preferred stock at $6.54 per share to existing shareholders.

Upon the closing of the TPO, all shares of redeemable preferred stock were redeemed for the par value of
$0.001 per share, or an aggregate of $14,000, and all shares of Series C and Series D convertible preferred stock
outstanding automatically converted into 19,538,571 shares of common stock. The conversion rate of the Series D
convertible preferred stock equaled the quotient obtained by dividing the original issuance price of $6.54 by the
product of the IPO price of a share of common stock multiplied by 62.5%. As a result of the beneficial conversion
feature, the Company recorded, simultaneously with the closing of the Company’s IPO, a charge to net loss
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allocable to common stockholders of approximately $6.0 million related to the deemed dividend to the holders of
Series D convertible preferred stock. .

The Company’s redeemable and convertible preferred stock are reported at their respective issuance date fair
values in the accompanying consolidated balance sheets in accordance with EITF Topic No. D-98 Classification
and Measurement of Redeemable Securities.

As of December 31, 2007, the Company had no redeemable or convertible preferred stock odtstandin}g. )

(14) Stockholders® Equity

In April 2007, the Company completed its TPO of common stock in 'which the Company sold and issued
6,750,000 shares of the Company’s common stock at an issue price of $8.00 per share for a total of $54.0 million in
gross proceeds. After deducting underwriting discounts and commissions of $3.8 million and other offering costs of
$3.6 million the net proceeds from the IPO amounted to $46.6 million. 1

(a) Warrants

In connection with the loan obtained on December 7, 2006, the Company sold a warrant to purchase
50,000 shares of Series C convertible preferred stock at an exercise price of $1.716 per share to the lender for total
cash proceeds of $223,000. The warrant vested immediately and was exercisable through December 31, 2006, On
December 8, 2006, the warrant was exercised in full for total cash proceeds of approximately $86,000. At the date of
issuance the Company estimated the fair value of the warrant to be $439,000 by using the Black-Scholes pricing
model with the following assumptions: risk-free interest rate of 4.9%; expected volatility of 42%; dividend yield of
0%; the contractual term of approximately one month; and an estimated fair value per share of $10.50. The
Company is amortizing the difference between the fair value of the warrant and the proceeds received for the
warrant, in the amount of $216,000, as interest expense over the term of the loan.

In December 2002, the Company issued a warrant to purchase 16,225 shares of Series C convertibie preferred
stock at an exercise price of $1.716 per share to a financing institution. This warrant was net exercised immediately
prior to the closing of the Company’s IPO into 12,744 shares of Series C convertible preferred stock, which
automatically converted into 12,744 shares of common stock.

(b) Employee Benefit Plans

The 2006 Equity Incentive Plan (the 2006 Plan) is a shareholder approved plan, which became effective in
connection with the Company’s IPO. The 2006 Plan is intended as the successor to and continuation of the 2001
Equity Incentive Plan (the 2001 Plan). The 2006 Plan provides for broad based grants to employees, directors and
consuitants, The 2006 Plan provides for the grant of the following stock awards: incentive stock options (ISO),
nonstatutory stock options (NSO), restricted stock awards, restricted stock unit awards, stock appreciation rights,
performance stock awards and other stock awards. Following the effective date of Company’s IPO, no additional
stock awards were granted under the 2001 Pian and the shares that remained available for issuance pursuant to the
exercise of options or settlement of stock awards under the 2001 Plan became available for issuance pursuant to
stock awards granted under the 2006 Plan. Any shares subject to outstanding stock awards granted under the 2001
Plan that expire or terminate for any reason prior to exercise or settlement become available for issuance pursuant to
stock awards granted under the 2006 Plan. All outstanding stock awards granted under the 2001 Plan are deemed to
be stock awards granted pursuant to the 2006 Plan, but remain subject to the terms of the 2001 Plan with respect to
which they were originally granted. All stock awards granted subsequent to the Company’s TPO are subject to the
terms on the 2006 Plan,

Options granted to employees in Israel are done so pursuant to the Capital Gains Option for taxation of stock
options granted to employees, in accordance with Section 102 (b){2) of the Isracl Income Tax Ordinance, so that
stock options (or shares resulting from the exercise thereof) shall be taxed at a rate of 25% and the Company shall
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not be allowed a deduction for any expense resulting from such grants. Further, grantees are not entitled 1o sell
shares received upon exercise prior to the lapse of two years from the end of the tax year in which the options were
granted. :

Through December 31, 2007, the Company had reserved 10,438,138 shares of common stock for issuance
under the 2001 and 2006 Plans. The share reserve under the 2006 Plan automatically increases on each January 1*,
2008 through January 1, 2016, by the lesser of 3% of the total number of shares of common stock outstanding as of
December 31* of the preceding calendar year, or a number of shares determined by the board of directors, but not in
excess of 3,000,000 shares. Options may be granted for periods of up to ten years and at prices equal to the estimated
fair value of the shares on the date of grant, as determined by the board of directors, provided, however, that the
exercise price of an ISO or NSO granted under the Plans shall not be less than 100% or 85% of the estimated fair -
value of the shares on the date of grant, respectively. Options granted generally become exercisable over a period of
four years, based on continued employment, with 25% of the shares underlying such options vesting one year after
the vesting commencement date and with the remaining 75% of the shares underlying such options vesting in equal
monthly installments during the following three years. Options generally terminate three months following the end
of a grantee’s continuous service to the Company.

(¢c) Restricted Stock Units and Restricted Stock

In 2007, the Company granted 526,720 RSUs, of which 11,140 have been released and 14,225 forfeited. These
RSUs vest over four years in equal installments on each of the first through fourth anniversaries of the vesting
commencement date. Upon vesting, the RSUs will convert into an equivalent number of shares of common stock.
The amount of the RSUs expensed by the Company are based on the closing market price of the Company’s
common stock on the date of grant and are amortized on a straight-line basis over the requisite service period. The
weighted average fair value of the of RSUs granted amounted to $5.85. In 2007, the Company also issued
10,000 shares of restricted stock, which vested immediately.

As of December, 2007 the Company had 501,355 RSUs outstanding with a total grant-date fair vatue of
approximately $2,933,000.

]
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{d) Stock Award Activity

A summary of the Company’s stock,award activity and related information for is set forth in the following table
(aggregate intrinsic value in thousands):

i

+ .

" ' Weighted
Number of Average
Shares Number of Weighted Contractual Aggregate
Available Options Average Life Intrinsic
Ve for Grant Qutstanding Exercise Price  {In Years) Yalue
_ Balance at December 31, 2004 ........... o LI33,675 6,669,465 $0.34
Authorized . ............. SRR 1,250,600 — —
Options granted .............. PO (2,974,743) 2974743 $1.19
Options exercised . .. ................... — (1,107,375 $0.30
Options cancelled and forfeited. ... ........ ~ 888,180 (888,180) $0.40
Balance at December 31,2005 ............ 297,712 7,648,653 $0.67
Authorized . ... ... .. e 962,500 — —
Options granted . . ...« oo e (1,145498) 1,145498  $3.54
Options exercised . ... ..., —  (786,394) $0.35
Options cancelled and forfeited . . .. ... ... .. 183,883  (183,883) $0.85
Balance at December 31, 2006 ............ 298,597 7,823,874 $1.12
Authorized . .. ... ... ... ... ... ... ..., 250,652 —_ —
Restricted stock units and Restricted stock )
granted . ... ... ... (536,720) — —
Restricted stock units forfeited . ........... 14,225 — —
Options granted . ........... ... cou...- (265,750) 265,750 38.34
Options exercised . . ........ S — (1,001,461) $0.63
Options cancelled and forfeited. .. ... ...... 321,811 (321,811) §2.86
Balance at December 31,2007 ............ 82,815 6,766,352 $1.39 6.66 $24,568
Options vesied and expected to vest at
December 31,2007 . .................. 6,682,867 $1.37 6.64 $24,384
Options exercisable at December 31, 2007. . .. 4,913,774 $0.83 6.18 $19,829

e) Other Stock Based Compensation

In 2003 and 2004, the Company issued options to purchase and aggregate of 174,880 shares of common stock
at prices of $0.35 and $0.50 per share to certain employees of ECI Telecom and its subsidiaries. Such options were
issued outside of the Company's stock option plans. The Company recorded compensation expense relating to these
options of approximately $0, $7,000 and $5,000 in 2007, 2006 and 2005, respectively, which was determined using
the Black-Scholes pricing model. As of December 31, 2007, 60,000 of these options were outstanding of which
57,917 were exercisable at a weighted-average exercise price of $0.37.

" In November 2001, the Company sold 349,312 shares of common stock to the founders of the Company and
recorded deferred stock-based compensation of approximately $171,000 for the difference between the fair value
and the purchase price, which was amortized over the vesting period of four years. In 2005, the Company amortized
deferred stock-based compensation relating to the founders shares in the amount of approximately $26,000,
Deferred compensation relating to the founders shares was fully amortized as of December 31, 2005.
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{15) Segment and Geographic Information

SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information, establishes standards
for reporting information about operating segments. Operating segments are defined as components of an enterprise
about which separate financial information is available that is evaluated regularly by the chief operating decision
maker, or decision making group, in deciding how to allocate resources and in assessing performance. The
Company’s chief operating decision maker is the Company’s Chief Executive Officer. The Chief Executive Officer
reviews financial information presented on a consolidated basis, accompanied by information about revenue by
geographic region for purposes of allocating resources and evaluating financial performance. The Company has one
business activity and there are no segment managers who are held accountable for operations, operating results and
plans for levels or components below the consolidated unit level. Accordingly, the Company is considered to be ina
single reporting segment and operating unit structure.

Revenue by geography is based on the billing address of the customer. The following table sets forth revenue
and long-lived assets by geographic area (in thousands):

Years Ended December 31,

2007 2006 2005
Revenues:
Europe, Middle East and Africa. ....................... $ 64,675 $ 68,060 $53,887
North America. . ...................... N 32,678 17,836 13,248
AsiaPacificand India . ... ... . . e 17,917 8,060 6,666
Caribbean and Latin America. ... ....... .. ... ... ... 10,484 5,690 2,443

$125754 § 99646 576244

Foreign countries which contributed more than 10% of
TEVEMUEBS. . . o ot v vt v e e e e e et i Russia Russia Russia

Belgium

Years Ended December 31,

2007 2006 2005
Sales originating from:
United STAeS . ... oot i i e $ 64418 $31,280  $29,554
53 =) I 52,031 67,155 46,690
Other foreign countries .. ......oour it enraeenen n. 9,305 1,202 —

$125,754  $99,646  $76,244

December 31,
2007 _2006
Long-lived assets, net:
UnEed SAIES - - o o o e et e et e e e $3,121  $3,256
Israel .. ... P w.. 3,007 0 3311
Other foreign CoUNtOiEs . . ... ..ot i i e 532 356

36720  $7,123
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(16) Selected Quarterly Financial Information (Unaudited)

The following tables set forth a summary of the Company’s quarterly financial information for each of the four
quarters ended December 31, 2007 and 2006 (in thousands, except for per share data):

Fourth Third Second First
Quarter Quarter Quarter Quarter

2007 . .
REVENUES . . ottt e e e $34978  $32,163  $31,158  $27.455
Gross profit .. ......... e e e e $20,508 $16,949  $19.300 $15,440
Netincome (f0sS). ... ... ovinrunnenn. .. $2092 § 332 $ 2,126 $(1,174)
Deemed dividend on Series D convertible preferred '

SIOCK « . e e e $ — 3 —  $(5,980) $ —_—

Net income (loss) allocable to common stockholders. ... $ 2,092 § 332 $(3.854) 5(1,174)
Net income (loss) allocable to common stockholder per )

share —basic...... ... ... ... . L L, $ 005 $ 001 § (0.10) $ (0.08)
Net income (loss) allocable to common stockholder per -

share —diluted . ... ... ... ... ... L. $ 005 $ 001 % (0.10) $ (0.08)
2006: . _ ' '
ReVENUES . .. ..ottt ... $28817  $26,136  $23,041  $21,652
Grossprofit .. ...... .. ... ... ... .. .. ..., $16,313 313,922  $11,238 $12,459
Netloss................ S $ (632) $(3,359) $(6,206) $(3.473)
Net loss allocable to common stockholder per share — ' '

basicanddiluted. . . ..... ... ... ... ... $ (005 $ (0.25) §$ (0.46) §. (0.26)

Basic and diluted earnings per share are computed independently for each of the quarters presented. Therefore,
the sum of the quarterly basic and diluted per shares information may not equal annual basic and diluted earnings
per share.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None. .

Item 9A. Controls and Procedures ) ‘ e

This annual report does not include a report of management’s assessment regarding internal control over
financial reporting or an attestation report of the company’s registered public accounting firm due to a transition
period established by rles of the Securities and Exchange Commission for newly public companies.

Limitations of Disclosure Controls and Procedures and Internal Control Over Financial Reporting

Our management, including-our Chief Executive Officer and Chief Financial Officer, does not expect that our
disclosure controls and procedures or our internal control over financial reporting will prevent all error and all fraud.
A control system, no matter how well conceived and operated, can provide only reasonable, not absolute, assurance
that the objectives of the control system are met. Further, the design of a control system must reflect the fact that
there are resource constraints, and the benefits of controls must be considered relative to their costs. Because of the
inherent limitations in all control systems, no evaluation of controls can provide absolute assurance that all control
issues and instances of fraud, if any, within the Company have been detected.

Disclosure Controls and Procedures

We maintain disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the
Exchange Act) that are designed to provide reasonable assurance that the information required to be disclosed in the
reports we file or submit under the Exchange Act is recorded, processed, summarized, and reported within the time
periods specified in.the Securities and Exchange Commission rules and forms, and that such information is
accumulated and communicated to management, including our Chief Executive Officer and Chief Financial
Officer, as appropriate to allow timely decisions regarding required disclosure.

Our management evaluated (with the participation of our Chief Executive Officer and Chief Financial Officer)
our disclosure controls and procedures, and concluded that our disclosure controls and procedures were effective as
of December 31, 2007, to provide reasonable assurance that the information required to be disclosed by us in reports
that we file or submit under the Exchange Act, is recorded, processed, summarized and reported within the time
periods specified in Securities and Exchange Commission rules and forms, and that such information is accu-
mulated and communicated to management, including our Chief Executive Officer and Chief Financial Officer, as
appropriate to allow timely decisions regarding required disclosure.

Changes in Internal Control Over Financial Reporting

There have been no changes in our internal control over financial reporting during the quarter ended
December 31, 2007 that have materially affected, or are reasonably likely to materially affect, our internal control
over financial reporting.

Item 9B. Other Information

None.

PART 111

Item 10. Directors, Executive Officers and Corporate Governance

The information required by this item with respect to directors and exccutive officers is incorporated by
reference to the section entitled “Information Regarding the Board of Directors and Caorporate Governance”
appearing in our Proxy Statement for our 2008 Annual Meeting of Shareholders, or Proxy Statement, which we
expect to file on or before April 30, 2008.
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The information required by this Item with respect to our audit committee and audit committee financial expert
may be found in the section entitled “Proposal I — Election of Directors — Audit Committee” appearing in the
Proxy Statement, Such information is incorporated herein by reference.

The information required by this Item with respect to compliance with Section 16(a) ‘of the Securities
Exchange Act of 1934 and our code of ethics may be found in the sections entitled “Section 16(a) Beneficial
Ownership Reporting Compliance™ and “Proposal 1 — Election of Directors — Code of Business Conduct and
Ethics,” respectively, appearing in the Proxy Statement. Such information is incorporated herein by reference.

We have adopted a code of business conduct and ethics applicable to our directors, officers (including our
principai executive officer, principal financial officer and principal accounting officer) and employees. The Code of
Business Conduct and Ethics is available on our website at www.veraznetworks.com under Corporate Governance.

Item 11. Executive Compensation ' !

The information required by this Item with respect to director and executive officer compensation is
incorporated herein by reference to the information from the Proxy Statement under the section entitled “Executive
Compensation,”

The information required by this Item with respect to Compensation Committee interlocks and insider
participation is incorporated herein by reference to the information from the Proxy Statement under the section
entitled “Proposal 1 — Election of Directors — Compensation Committee Interlocks and Insider Participation.”

The information required by this ltem with respect to our Compensation Committee’s review and discussion of
the Compensation Discussion and Analysis included in the Proxy Statement is incorporate herein by reference to
the information from the Proxy Statement under the section entitled “Proposal | — Election of Directors —
Compensation Committee Report.” ’

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by this Item with respect to security ownership of certain beneficial owners and
management is incorporated herein by reference to the information from the Proxy Statement under the section
entitled “Security Ownership of Certain Beneficial Owners and Management.”

The information required by this Item with respect to securities authorized for issuance under our equity
compensation plans is incorporated herein by reference to the information from the Proxy Statement under the
section entitled “Equity Compensation Plan Information.”

Item 13. Certain Relationships and Related Transactions, and Director Independence

The information required by this ltem with respect to related party transactions is incorporated herein by
reference to the information from the Proxy Statement under the section entitled “Certain Relationships and Related
Transactions.”

The information required by this Item with respect to director independence is incorporated herein by
reference to the information from the Proxy Statement under the section entitled “Proposal 1 — Election of
Directors — Independence of the Board of Directors.”

Item 14. Principal Accountant Fees and Services

The information required by this item will be set forth under the caption “Principal Accountant Fees and
Services” in our Proxy Statement, and is incorporated herein by reference.
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PART IV

Item 15. Exhibits and Financial Statement Schedules.

(a)(1} Financial Statements

Index to Consolidated Financial Statements

Page
Report of Independent Registered Public Accounting Firm . .......... ... ... ... .. .. ... ... ... 40
Consolidated Financial Statements:
Consolidated Balance Sheets ... .. ... .. ... . . e e 41
Consolidated Statements of Operations . . . ... ... ... . i e 42
Consolidated Statements of Redeemable and Convertible Preferred Stock, and Stockholders’ Equity
-3 152 13 S 44
Consolidated Statements of Cash Flows .. ... . .. i i i i e e 45
Notes to Consolidated Financial Statements . .......... .. .. . i e 46-71

(a)(2) Financial Statement Schedules

All financial statement schedules have been omitted, since the required information is not applicable or is not
present in amounts sufficient to require submission of the schedule, or because the information is included in the
consolidated financial statements and notes thereto.

(a)(3) Exhibits

The inform'atliop required by this item is set forth on the exhibit index that follows the signature page of this
report.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report
to be signed on its behalf by the undersigned, thereunto duly authorized, this 14th day of March 2008.

VERAZ NETWORKS, INC.

By: /s/ Albert J. Wood K

Name: Albert J. Wood
Title: . Chief Financial Officer
(Principal Financial and Accounting Officer)

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears below constitutes
and appoints Albert J. Wood,,as his true and lawful attorney-in-fact and agent, with full power of substitution and
resubstitution, for him and in his name, place, and stead, in any and all capacities, to sign any and all amendments to
this Report, and to file the same, with all exhibits thereto, and other documents in connection therewith, with the
Securities and Exchange Commission, granting unto said attorney-in-fact and agent full power and authority to do
and perform each and every act and thing requisite and necessary to be done in connection therewith, as fully to all
intents and purposes as he might’or could do in person, hereby ratifying and confirming that said attorney-in-fact
and agent, or his substitute or substitutes, may lawfully do or cause to be done by virtue hereof.

] . ' D

Pursuant to the requirements of the Securities Exchange Act of 1934, as amended, this report has been signed

below by the following persons on behalf of the registrant in the capacities and on the dates indicated.

Signature Title Date

/s/ Douglas A. Sabella
Douglas A, Sabella

President, Chief Executive Officer and March 14, 2008
Director {Principal Executive Officer)

.t

/sf Albert J. Wood

Albert J. Wood

fs/ Promod Haque

Promod Haque

/s/  Giora Bitan

Giora Bitan

/s/ _Bob L. Corey

" Bob L. Corcy'

fs/ Pascal Levensohn

Pascal Levensohn

/s/ Dror Nahumi

Dror Nahumi

/s/  W. Michael West

W. Michael West

Chief Financial Officer and
{Principal Financial and
Accounting Officer)

Chairman of the Board of Directors
Director
Director
Director
‘ Director

’

Director
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EXHIBIT INDEX

Description of document

Share Exchangé Agreement, dated October 30, 2002, by and among ECI Telecom Ltd., ECI Telecom —
NGTS Inc. and the Registrant(1)

Amendment No. | to the Share Exchange Agreement, dated December 31, 2002, by and among ECI
Telecom Ltd., ECI Telecom — NGTS Inc. and the Registrant(l)

Amended and Restated Certificate of Incorporation of the Registrant{1)
Amended and Restated Bylaws of the Registrant(1)

Reference is made to Exhibits 3.1 and 3.2

Specimen stock certificate(1)

Warrant to Purchase Series C Preferred Stock, dated as of December 31, 2002, issued by the Registrant to
Comdisco Ventures, Inc.(1)

1.5, Separation and Asset Purchase Agreement, dated as of December 31, 2002, by and between ECI
Telecorn-NGTS Inc. and Veraz Networks International, Inc.(1)

Separation and Assets Purchase Agreement, dated December 31, 2002, by and among ECI Telecom L.,
ECI — Telecom NGTS, Ltd. and Veraz Networks Ltd.(1)

DCME — Master Manufacturing and Distribution Agreement, dated as of December 31, 2002 by and

“among ECI Telecom Ltd, Veraz Networks Ltd. and the Registrant(1)

Trademark License Agreement, dated as of December 31, 2002, by and between the Registrant and ECT
Telecom, Ltd.(1)

Intellectual Property License Agreement, made as of October 2002, by and among ECI Telecom Ltd., ECI
Telecom — NGTS Ltd. and Veraz Networks, .Ltd.(l)

Intellectual Property Assignment Agreement, dated December 31, 2002, by and among ECI Telecom Litd.,,
ECI Telecom NGTS Ltd. and Veraz Networks, Ltd.(1) '

License Agreement, dated as of October 2002, by and between ECI Telecom Ltd. and Veraz Networks
Lid.(1)

Assignment and Assumption Agreement, dated as of December 31, 2002, by and among ECI Telecom
Ltd., ECI Telecom — NGTS Ltd. and the Veraz Networks, Ltd.(1)

Assignment and Assumption Agreement, dated as of December 31, 2002, by and between ECI Telecom -—
NGTS Inc. and the Veraz Networks International, Inc.(1)

Series C Preferred Stock Purchase Agreement, dated October 30, 2002, by and among the Registrant and
the Purchasers listed on Exhibit A thereto{l)

Amended and Restated Investor Right Agreement, dated as of October 30, 2002, by and among the
Registrant and the Investors listed on Exhibit A thereto(1)

Amended and Restated Voting Agreement, dated October 30, 2002, by and among the Registrant and the
stockholders listed on Exhibit A and Exhibit B thereto(1)

2001 Equity Incentive Plan and forms of related agreements(1)
2003 Israeli Share Option Plan(1)

2006 Equity Incentive Plan and forms of related agreements(1)
20006 Employee Stock Purchase Plan(1)

Offer of Employment with the Registrant, dated as of November 17, 2004, by and between the Registrant
and Doug Sabella(1){2)

Amendment to Offer of Employment with the Registrant, dated November 17, 2004, made by and berween
the Registrant and Doug Sabella, as of April 21, 2006(1)(2)

Employment Agreement, dated as of November 20, 2001, by and between the Registrant and Amlt Chawla
and Personnel Action Notice, dated June 30, 2005(1)(2)

Offer of Employment with the Registrant, dated April 13, 2005, by and between the Registrant and Al
Wood(1X(2)

Amendment to Offer of Employment with the Registrant, dated April 13, 2005, made by and between the
Registrant and Al Wood, as of April 21, 2006(1)(2)




Exhibit
10.23

10.24
10.25

10.26

10.27

10.28

10.29

10.30

10.31

10.32
10.33

10.34

10.35

10.36
10.37

10.38

10.39
10.40

10.41
21.1
23.1
24.1
31.1

312

2

Description of document

Letter of Employment Agreement, dated January 1, 2003, by and between Veraz Networks, Ltd. and Israel
Zohar(1)2)
Sublease Agreement, dated August 31, 2004. by and between the Registrant and ECI Telecom, Inc.(1)

Amendment to Sublease Agreement, dated January 31, 2006, by and between the Registrant and ECI
Telecom, Inc.(1)

Standard Industrial/Commercial Multi-Tenant Lease — Net American Industrial Real Estate Association,
dated December 2001, by and between the Registrant and Balch LLC(1)

Letter Amendment to Industrial Lease Agreement, dated April 15, 2002, issued by Balch LLC to the
Registrant(l)

First Amendment to [ndustrial Lease Agreement, dated Janvary 18, 2004, by and between the Registrant
and Balch LLC(1)

Second Amendment to Industrial Lease Agreement, dated April 7, 2005, by and between the Registrant
and Balch LLC(1)

Unprotected Lease Agreement, dated December 31, 2003, by and between Veraz Networks Ltd. and
Amcol Engineering and Industrial Company Ltd.(1)

Addendum to Unprotected Lease’ Agreement, dated November 3, 2005, by and between Veraz Networks
Ltd. and Amcol Engineering and Industrial Company Ltd.(1)

Letter, dated October 26, 2003, issued by ECI Telecom Ltd. and addressed to Veraz Networks Ltd.(1)

Letter, dated February 23, 2003, issued by Amcol Engineering and Industrial Company Ltd. and addressed
to Veraz Networks Ltd.(1)

Unprotected Lease Agreement, dated November 3, 2003, by and between Veraz Networks Ltd. and Amcol
Engineering and Industrial Company Ltd.(1)

Master Manufacturing Agreement dated October 1, 20035, by and between Flextronics (Israel), Ltd. and
Veraz Networks Ltd.(1)}(3)

Form of Indemnity Agreement(1)(2)

Series D Preferred Stock Purchase Agreement, dated December 19, 2006, by and among the Registrant and
the Purchasers listed on Exhibit A-1 thereto(1)

Letter of Employment Agreement, dated January 1, 2003, by and between Veraz Networks, Ltd. and
Pinhas Reich{(1)(2)
Letter, dated May 30, 2006, issued by the Registrant and addressed to Bob Corey(1)(2)

Services Contract, dated October 13, 2005, by and between Veraz Networks Ltd, and LLC ECI Telecom
2005(1)

Letter, dated November 29, 2007, issued by the Registrant and addressed to Mike West(2)
Subsidiaries of the Company

Consent of Independent Registered Public Accounting Firmi

Power of attorney. Reference is made to the signature pages hereto.

Certification of Chief Executive Officer, pursuant to Securities Exchange Act Rules 13a-14(a) and
15d-14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification of Chief Financial Officer, pursuant to Securities Exchange Act Rules 13a-14(a) and
15d-14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as
adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

(1) Incorporated by reference to exhibits to our Registration Statement on Form S-1, filed on October 20, 2006, as
amended (File No. 333-138121).

(2) Management contract or compensatory arrangement.

{3) Confidential treatment requested with respect to certain portions of this exhibit. Omitted portions have been
filed separately with the Securities and Exchange Commission.
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